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ECAUSE of technical problems incident 

to labor troubles at the publisher's plant, 
the October issue of the Journal was late. As 
far as the publisher is able to foresee into the 
immediate future, the conditions responsible 
for the delay have been remedied, and our 
hardworking Editor is doing everything with- 
in his power to get the Journals on your 
desks on the established schedule. We sin- 
cerely hope you have not been inconven- 
ienced too much. 





This journal is your publication, and it 
will continue to enjoy the enviable position that it holds in the in- 
surance-legal field just as long as you continue to support it. Please 
forward to our Editor all timely articles which you or your associates 
may prepare in order that they can be screened and published where 
they are of general interest. 


The Insurance Industry, which it is our proud privilege to rep- 
resent, has made another important contribution to the protection of 
society. I refer to the “Family Protection Coverage Endorsement” 
which may be purchased with new policies and may also be purchased 
and added to existing policies in the majority of the States. This new 
form of coverage is to protect the insured and the occupants of his 
automobile against damages sustained as a result of a collision with an 
uninsured or a hit and run automobile. 


It is interesting to note in connection with this particular type of 
coverage that if the insured or the occupants of his car cannot agree 
on the right of or amount of recovery, the dispute shall be submitted 
to arbitration in accordance with the rules of the American Arbitra- 
tion Association. It is the sincere hope of all of us interested in insur- 
ance-legal matters that unfortunate losses sustained by insureds, for 
which insureds have in the past gone uncompensated, can now be 


paid. 


With each new form of coverage, insurance problems arise, but 
I am confident that the lawyers representing insurers and insureds will 
render valuable assistance in effecting their solution. 


Joun A. Kiuwin, 
President 
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CURRENT DECISIONS 


In each issue of the Journal there will be published two or three pages of Current De- 
cisions. These will be brief digests of recent cases of particular interest to insurance lawyers. 
All members of the Association are urged to participate in this important feature of our 


Journal. 


Reports of Current Decisions should be sent to your State Editor. Full credit will be 


given to all contributors. 


DIRECT ACTION AGAINST INSURER 
—AUTOMOBILE LIABILITY POLICY 


Plaintiff, an Llinois resident, brought an 
action for personal injuries sustained in 
Wisconsin, against defendant, the alleged 
driver of the automobile. Plaintiff join- 
ed as defendants the owner of the auto- 
mobile and the Hardware Mutuals, alleged 
insurer of the owner under a_ policy is- 
sued in Wisconsin. 

Defendant insurer filed a motion to dis- 
miss the action as to it for the reason that 
Illinois law did not permit joinder of the 
insurer in an action against the tortfeasor. 

The court applied the usual conflicts 
rules which hold that substantive rights are 
governed by the law of the state where the 
accident occurred (Wisconsin) and proce- 
dural matters by the law of the forum 
(Illinois). Application of the Wisconsin 
direct action statute (Sec. 260.11 Wisc. 
Stats. 1953) was rejected on the basis that 
it was procedural in nature rather than 
substantive. 

The court then turned to section 85.93, 
Wisc. Stats. 1953 which reads: 


“Any bond or policy of insurance cov- 
ering liability to others by reason of the 
operation of a motor vehicle shall be 
deemed and construed to contain the 
following conditions: That the insurer 
shall be liable to the persons entitled to 
recover for the death of any person, or 
for injury to person or property, irres- 
pective of whether such liability be in 
praesenti or contingent and to become 
fixed or certain by final judgment 
against the insured, when caused by the 
negligent operation, maintenance, use or 
defective construction of the vehicle de- 
scribed therein, such liability not to ex- 
ceed the amount named in said bond or 
policy.” 


After discussion of the nature of the 
right given the injured party under this 
statute the court held: 


“The court is of the opinion that Sec. 
85.93 of the Wisconsin statute creates 
a right of action against a Wisconsin 
insurer under the policy issued by it in 
Wisconsin in favor of the injured person 
for whose benefit such an insurance con- 
tract was made. Being a_ substantive 
right, the court holds that the joinder 
of the insurance carricr in this suit is 
proper and the motion to dismiss must 
be overruled.” 


Torcazo vy. Statema et al., (U. S. Dist. Ct. 
N. D. Illinois, E. D., May 8, 1956), 141 F. 
Supp. 769. 
(Contributed — by 
Massachusetts). 


Warren G. Reed, Boston, 


* * * 


LAW OF THE CASE— 
WHEN RULE APPLIES 


The Court of Appeals of Kentucky, in 
the case of Union Light, Heat & Power 
Company v. Blackwell's Admr.,’ has not 
held that the trial court was right, when 
he was wrong, but has further held that 
the law of the case rule must be adhered to 
only when it is right, and not when it is 
wrong. 

In this case Blackwell, a construction 
employe, was killed when his master’s 
large crane undertook to pick up a load 
and the lifting cable attached to the crane 
contacted the Power Company’s uninsulat- 
ed high tension wire, with the result that 
the current ran down the cable and onto 
Blackwell, with the inevitable fatality. 

On the first trial of the case, the trial 
court directed a verdict for the defendant, 
which was reversed on appeal* on the 
ground that it was a question of fact for 
the jury whether the Power Company, in 
the exercise of ordinary care, was negli- 
gent in having its uninsulated wires at a 
place where they might be struck by the 
crane in the course of the construction 
work. 

'291 S. W. 2d 539. 

2265 S. W. 2d 462. 
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On the second trial, in conformity with 
the opinion of the court of appeals, there 
was a verdict for the deceased’s estate for 
$50,000, which was again reversed by the 
court of appeals, squarely upon the pro- 
position that there was no issue of fact to 
be submitted to the jury and that the Pow- 
cr Company was entitled to a directed ver- 
dict. 

It was stenuously argued for the estate 
that, under the law of the case rule, the 
judgment must be affirmed because the 
evidence on both trials was the same. The 
court acknowledged the existence of the 
rule, and the reason for it both on the 
ground of reason and convenience, but 
said that it was the duty of the court to 
admit its error rather than to sanction an 
unjust result and deny to litigants, as well 
as the court, the right and duty of correct- 
ing an error merely because of what we 
may later be convinced was merely an ipse 
dixit in a prior ruling in the same case. 

Kentucky does not stand alone in adhe- 
ing to this rule of justice or duty, and 
the same doctrine may be found in the 
opinions of the Supreme Courts of Wiscon- 
sin* and Missouri’ and in the federal court 
of appeals.° 


“McGoveren v. Kraus, 227 N. W. 300. 
‘Marigold vy. Bacon, 141 S. W. 650. 
*Johnson v. Cadillac Motor Car Co., 261 Fed. 878. 


(Contributed by Robert P. Hobson, Louisville, 
Kentucky). 
* * 
HUSBAND AND WIFE— 
SUITS FOR DAMAGES 


The action was by a wife against her 
husband for personal injurics sustained 
prior to marriage, while a passenger in an 
automobile driven by defendant. In reach- 
ing its conclusion that the wife could main- 
tain an action the court was concerned 
with Sec. 451.250 R. S. Mo. 1949, V. A. M. 
S., which provides: “* * * any personal 
property, including rights in action, be- 
longing to any woman at her marriage 
* * * shall * * * be and remain her sep- 
arate property and under her sole control, 
* * * and any such married woman may, in 
her own name and without joining her 
husband, as a party plaintiff institute and 
maintain any action, in any of the courts of 
this state having jurisdiction, for the re- 
covery of any such personal property, in- 
cluding rights in action, as aforesaid, with 
the same force and effect as if such married 
woman was a femme sole * * *.” 

The court reasoned that while single, 
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plaintiff had a cause of action for tort 
and this remained her separate property 
under the statute after marriage. Since 
the statute authorized any action, it re- 
moved any bar that might exist at common 
law in regard to actions by one spouse 
against another. 

Respecting the objection offered in sup- 
port of the common law rule that such 
litigation would disrupt domestic tran- 
quility, the court said that such an action 
would be no more disrupting than the 
frustrated desire to recover. The court 
also thought there was no more danger 
of fraudulent and trivial claims than there 
were in actions between other parties and 
commented that the cost of liability insur- 
ance should not determine the presence or 
absence of a legal right. Hamilton v. Ful- 
herson, 285 S. W. 2d 642 (Missouri). 

(Contributed by Douglas Stripp, Kansas City, 
Missouri ) 

*% * * 


DEMONSTRATIVE EVIDENCE— 
PREJUDICIAL ADMISSION 


In Lane v. Burt.County Rural Public 
Power District, 163 Neb. 1, N. W. 2d, the 
action was commenced in the county court 
for the condemnation of a strip of farm 
land belonging to Lane for the purpose of 
constructing and maintaining a 34,000 volt 
electric line. 

Appraisers were appointed to appraise 
the property and fix the damages and 
make their report. The award was not 
satisfactory to the land owner and he ap- 
pealed to the state district court where the 
issue of damages was tried to a jury. 

The award fixed by the appraisers was 
filed October 19, 1949. The case was sub- 
mitted to a jury on February 22, 1952. The 
verdict was in favor of the land owner, 
$4,328.83. 

During the trial and over-objection of 
the defendant, the plaintiff offered and the 
offer was recevied in evidence, a two page 
pictorial spread appearing in Life Maga- 
zine on December 17, 1951. The photo- 
graph appearing in the article showed a 
number of cattle dead along a wire fence, 
they having been electrocuted by coming 
in contact with the wire fence which 
through some accident, had been energized, 
probably by a broken high voltage wire. 

The Supreme Court of Nebraska held 
that the admission into the evidence of the 
Life Magazine article was erroneous and 
prevented the defendant from having a 
fair trial. It will be noted also that the 
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accident and electrocution of the cattle oc- 
curred nearly two years after the condem- 
nation proceedings had terminated in the 
county court with the filing of the apprais- 
ers award. 

In reversing and remanding for new trial, 
the Supreme Court of Nebraska said: 


“Defendant also argued that the trial 
court, over appropriate objections time- 
ly made by defendant, erred prejudicial- 
ly in admitting in evidence a 2-page 
pictorial spread, appearing in Life Maga- 
zine on September 17, 1951, which 
showed numerous cattle sprawled dead 
along a line fence. The photograph ap- 
pearing in the article was illustrated by 
an explanatory statement at the top 
thereof which used the following lan- 
guage: ‘Electrocuted cattle lie stretched 
along a fence. Near San Antonio, Texas 
a 2,000-volt power line snapped and fell 
on a pasture fence. Grazing innocently 
near the charged barbed wire, cattle 
came up one by one, touched it and were 
electrocuted. Two bulls, 22 cows died, 
leaving 14 orphaned calves to be bottle- 
fed by disconsolate owners.’ We sustain 
defendant’s contention. In such respect, 
plaintiffs attempted to limit their offer of 
the article, but the offer was made with- 
out appropriate limitation, and the ex- 
hibit was in fact received in evidence 
without any limitation by the court. It 
was inadmissable in any event.” 
(Contributed by John L. Barton, State Editor 

for Nebraska, Omaha, Nebraska). 

K * * 
LIABILITY INSURANCE 
WORKMAN’S COMPENSATION 
EXCLUSION CLAUSE 


Decedent was a truck driver for Southern 
and was killed in the course of his em- 
ployment, while helping to load a dragline 
onto a truck belonging to Southern, as a 
result of the negligence of Mitchell, a third 
party. Southern’s motor vehicle liability 
insurer, Employers, had issued a policy con- 
taining the usual omnibus clause and the 
following exclusion: 

“This policy does not apply: 


“(d) under coverage A, to bodily in- 
jury to or sickness, disease or death of 
any employee of the insured while en- 
gaged in the employment . . . of the in- 
sured.” 


Decedent’s widow sued Mitchell and Em- 
ployers, (a liability insurer may be joined 
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in Louisiana.) 

Two lower courts held for Employers. 
The courts found, as a result of concession 
by counsel for Employers, that Mitchell was 
an insured under the omnibus clause. 

The sole issue was whether Mitchell was 
the “insured” referred to in the exclusion 
clause. ‘The Supreme Court, held in an 
opinion by Justice Watkins, that Mitchell 
was not the “insured” within the meaning 
of the workman’s compensation exclusion 
as no employer-employee relationship ex- 
isted between the decedent and Mitchell. 

The court stated that the word “insured” 
had a broad meaning in the omnibus 
clause, whereas in the workman’s compen- 
sation exclusion clause it was necessary to 
construe it in relation to the purpose of the 
clause. The basis for the exclusion was 
held to be the existence of an employer: 
employee relationship between the injured 
and the insured because of which the in 
jured employee received benefits under the 
Workmen’s Compensation Act. As there 
was no such relationship between Mitchell, 
an insured under the omnibus clause, and 
the decedent, the exclusion was inappli- 
cable. 

Justice Hamiter dissented for the reason 
that the majority opinion makes the insur- 
er’s liability greater as to an omnibus in- 
sured than it is to the named insured. 

Pullen v. Employers Liability Assurance 
Corp., Ltd., et al., 89 So. 2d 373, (Louisi- 
ana, June, 1956). 

(Contributed by F. Carter Johnson, Jr., State 
Editor for Louisiana, New Orleans, La. ) 


* * * 


LIABILITY INSURANCE— 
NOTICE OF CANCELLATION 


The importance of clerical accuracy in 
addressing an envelope wherein a notice of 
cancellation of a liability insurance policy 
was mailed is emphasized in the Tenth 
Circuit decision of Employers’ Liability As- 
surance Corporation v. Maes, 235 F. 2d 
918. The insured’s address was 824 7th 
Street. In addressing the envelope an in- 
experienced clerk wrote it “4th Street” and 
then the figure ‘4’ was struck over with a 
“7”. The return receipt was first typed as 
“Ith Street”. Then the “1” was struck 
over with a “7”. Holding that the bur- 
den was upon the insurer to prove strict 
compliance with the provisions of the 
policy in the mailing of the notice of can- 
cellation, the court said that, “With the 
evidence indicating a discrepancy in the 
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mailing address, it was proper for the jury 
to consider, along with the other evidence, 
the fact of non-receipt of the notice.” 


* * * 


ALLERGY— 
BEAUTY PARLOR LIABILITY 
PERMANENT WAVE SOLUTION 


“One who sells or delivers to another an 
article or product containing poison or de- 
leterious ingredients which are intrinsical- 
ly dangerous to human life or health, is 
responsible to any person who, without 
fault, is injured thereby”. However, where 
the evidence showed only three cases of 
toxic results out of 500 million sales of a 
permanent wave solution, it was held that 
a reasonable person could not foresee that 
the plaintiff-purchaser would be allergic to 
the product and could not anticipate the 
harmful consequences. A concurring o- 
pinion contains an interesting discussion 
of the law as to allergies. Merrill v. Beaute 
Vues Corporation, 10th Cir. 235 F. 2d 
893. 


* * * 


WORKMEN’S COMPENSATION— 
COFFEE BREAK 

The extent to which a “coffee break” is 
supervised seems to be the controlling fac- 
tor in determining whether an employee 
injured while so engaged is entitled to be 
paid workmen’s compensation. In New 
York, where the coffee break was approved, 
was brief and where the source of the coffee 
was close by, the employee recovered. 
Caporale v. Department of Taxation & Fi- 
nance, 153 N. Y. S. 2d 738. Under distin- 
guishable facts, the Michigan court reach- 
ed the opposite result. Salmon v. Bagley 
Laundry Co., 74 N.W. 2d 1. 


* * * 


WRONGFUL DEATH— 
STATUTE OF LIMITATIONS 


Under Kentucky law, a foreign executor 
cannot maintain an action for wrongful 
death. Where such procedure was attempt- 
ed, it did not suspend the running of the 
statute of limitations. Seymour v. Johnson, 
(6 Cir.), 235 F. 2d 181. 


* * * 


EVIDENCE— ' 
STATEMENTS OF EMPLOYEE 


In an action under the Safety Appliance 
Act, the court admitted in evidence a copy 
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of an accident report filed by the defend- 
ant’s conductor in charge of the train crew 
of which the plaintiff was a member. The 
court said, “Statements by the conductor 
as to the cause of an accident are admis- 
sable, where they are required by the rail- 
road company to ascertain and report the 
cause of the accident, for such declarations 
are within the scope of his duty, and being 
so are declarations of the principal.’ Dot- 
son v. Pennsylvania R. Co., (D. C. W. D. 
Pa.), 142 F. 2d 509. 


* * * 


FEDERAL PROCEDURE— 
SERVICE OF MOTIONS 

Judgments were entered for defendant- 
appellee on December 15, 1955. On De- 
cember 24, 1955, the appellants filed mo- 
tions to set aside the judgments, to set 
aside the jury’s answers to interrogatories 
and for a new trial. ‘Those motions were 
not served on the appellee until December 
28, 1955, which was more than 10 days 
after the entry of judgment. Rules 52 (b), 
59 (b) and 59 (e) require such motions 
to be served within the 10 day period. The 
Third Circuit held that such motions were 
nullities, even though filed in time. Judge 
McLaughlin said, “If a filed paper is to 
deprive us of jurisdiction, it should indi- 
cate service complying with the rules or at 
least be susceptible of such proof.” Ste- 
ward v. Atlantic Refining Co., (3rd Cir.), 
235 F. 2d 570. 


TRANSPORTATION INSURANCE— 
IN DUE COURSE OF TRANSIT 


The insurance policy insured the ship- 
per against loss while the insured property 
was “in due course of transit” and also 
while in warehouses “but only while in 
due course of transit and not if such prop- 
erty is in storage.” The Ninth Circuit 
held that the word “storage” had no marks 
on it indicating that trade usage should be 
invited to amplify it. “Bluntly, storage is 
storage.” This determined the case favor- 
ably to the insurer although the court con- 
sidered that the term, “in due course of 
transit”, had a_ particular meaning in 
the transportation business which could be 
the subject of parol evidence. Exchange 
Lemon Products Co. v. Home Insurance 
Co., (9th Cir.) , 235 F. 2d 558. 
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Newly Elected Members of the International Association of 
Insurance Counsel 


Admitted since October 15, 1956 


Samuet H. Berry—Oakland 12, California 
Berry, Davis & Channell 
608 Financial Center Building 


S. Aucustus BLack—Columbia 1, South Carolina 
McKay, McKay, Black & Walker 
802 Barringer Building 


Morr L. Ctopron—Los Angeles 14, California 
Kearney, Scott & Clopton 
639 South Spring Street 


Joun M. Costetto—Rapid City, South Dakota 
Hanley & Costello 
First National Bank Building 


Rosert E, Courtney, Jr.—Hartford 6, Connecticut 
Schofield, Fay & Courtney 
101 Lafayette Street 


James K. Dorsett, JR.—Raleigh, North Carolina 
Smith, Leach, Anderson & Dorsett 
705 Security Bank Building 


Tuomas F, DoyLe—Jersey City 6, New Jersey 
Townsend & Doyle 
921 Bergen Avenue 


S. E. Dyer—Corpus Christi, Texas 
Lewright, Dyer & Redford 
2001 Driscoll Building 


Gorpon FRANKLIN—Marion, Illinois 
Franklin & Garrison 
Aikman Building 


Anprew B. Goopsrreep—Boston 9, Massachusetts 
Willard, Petersen, Goodspeed & Cameron 
100 Milk Street 

Joun E. Jacopsen—Mount Vernon, Illinois 
Craig & Craig 
1007 Broadway 


Joun ‘T. Keenan—Providence 1, Rhode Island 
Boss, Conlan, Keenan, Bulman & Rice 
500 Turks Head Building 


Roserr E. LeCorcne, Jk.—New Orleans 12, 
Louisiana 
Adams and Reese 
1808 National Bank of Commerce Building 


DoucLtas McKay-—Columbia 1, South Carolina 
McKay, McKay, Black & Walker 
800 Barringer Building 


Joun G. McKay, Jr.—Miami 32, Florida 


Dixon, DeJarnette, Bradford & Williams 
908 Ainsley Building 
Ricuarp H. PAULson—Kalamazoo, Michigan 
Farrell, Fotz, Paulson & Palmer 
615 American National Bank Building 
H. Evior Ricr—Providence 1, Rhode Island 


Boss, Conlan, Keenan, Bulman & Rice 
500 Turks Head Building 


Joun J. Strtca—Washington 5, D. C. 


Hogan and Hartson 
810 Colorado Building 


Wim L. N. Somervitte—Toronto 1, Ontario, 
Canada 
Borden, Elliot, Kelley, Palmer & Sankey 
25 King Street West 


Joun W. 'T. Wess—Salisbury, Maryland 


Webb, Bounds & Travers 
Salisbury Building & Loan Building 
WituiaAm B. WetseLt—Indianapolis 4, Indiana 
Locke, Reynolds, Boyd & Weisell 
750 Consolidated Building 
WitttAm A. Wick—Indianapolis 4, Indiana + 
White, Raub, Craig & Forrey 
1510 Merchants Bank Building 


Mid-Winter Law-Science Short Course on “Medicolegal 
Aspects of Injuries of Face, Head and Neck” 


HE LAW-SCIENCE Institute, co-sponsored by the Schools of Law and Medicine at The 

University of Texas, and directed by Dr. Hubert Winston Smith, will conduct an 
intensive three-day Short Course, on the above subjects in Townes Hall, Austin, Texas, 
Thursday, Friday and Saturday, February 7-9, 1957. Nationally known medical author- 
ities and trial counsel will be featured in carefully integrated presentations designed to 
develop medicolegal aspects in depth and in a manner calculated to be of maximum 
interest and value to trial lawyers, physicians and other persons professionally con- 
cerned with personal injury problems. 

Members of the International Association of Insurance Counsel who are sched- 
uled to participate include Kraft Eidman, Houston, Texas, Frederick Garfield, New 
York City, Sidney P. Gislason, New Ulm, Minnesota, Henry Strasberger, Dallas, Tex- 
as, and Leslie H. Vogel, Chicago. 

Prospective registrants may obtain program details and registration data from The 
Law-Science Institute, Townes Hall, The University of Texas, Austin 12, Texas. 
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Insurance Problems In The Atomic Age 


AMBROSE B. KELLY* 
Providence, Rhode Island 


HERE are historians and scientists who 
feel that the most important date in 
our era is not that on which World War 
II opened or closed, but is December 2, 
1942, when the first controlled self-sustain- 
ing nuclear reaction took place. We can- 
not foresee the tremendous changes which 
will take place in our civilization as the 
result of our growing understanding and 
use of nuclear energy. We can be certain 
however, that insurance will face up to the 
peril of radioactive contamination as it 
has faced all of the natural hazards which 
threaten either man’s existence or his prop- 
erty. The steps already taken by insurance 
leaders show that they have no intention 
of throwing up their hands at the enormity 
of the problem. Instead, they are working 
diligently to secure the necessary informa- 
tion so that we may provide insurance cov- 
erage to people who suffer loss as a result 
of this new man-made hazard, just as we 
have in the past. 
As we move into the Atomic Age we be- 
come more and more conscious of the truth 
so well expressed by John Donne— 


“No man is an Iland, Intire of it- 
selfe; Every man is a peece of the Con- 
tinent, a part of the maine; if a Clod 
bee washed away by the Sea, Europe 1s 
the lesse as well as if a Promontorie were, 
as well as if a Manor of Thy friends or 
of Thy owne were; Any man’s death di- 
minishes me, because I am involved in 
Mankinde; and therefore never send to 
know for whom the bell tolls; It tolls 
for Thee.” 


Part of the price for the many advan- 
tages we expect from nuclear power and 
nuclear knowledge will be personal injury 
or death to many people and millions of 
dollars in property damage. This has been 
true of every new development in man's 
history. We realize that the loss must be 
shared by all society rather than fall with 
crushing impact on these hapless individ- 
uals who, by sheer chance, are in the path 
of any disaster. This we will do through 


*General Counsel, Associated Factory Mutual 
Fire Insurance Companies. 


insurance—so far as its facilities are ap- 
plicable to the problem and adequate for 
the purpose. In every field, whether life 
insurance, accident and sickness, liability 
coverage, or insurance against loss to 
property, the insurance companies, through 
their organizations, are hard at work in 
developing the necessary facilities and 
adapting the insurance practices, where 
necessary, to the new problem. Our efforts 
in this field must not fail because the only 
alternative to private insurance is a pro- 
gram of government Indemnity. It seems 
likely that government assistance may be 
necessary to guard against the possibility 
of a catastrophe loss which might be too 
great for even the combined resources of 
private insurance companies, but such 
government program should be a last linc 
of defense, not to be used in the handling 
of day to day losses which will undoubtedly 
be well within the capacity of the private 
insurance companies. 

The problems which will arise in life 
insurance as a result of the radiation 
hazard are now only clouds on the horizon. 
It is the liability and fire insurance com- 
panies which must make immediate deci- 
sions. ‘The increased hazard to life, as a 
result of exposure to radiation, is being 
carefully studied by the life companies and 
in time will be reflected in their mortality 
tables and underwriting practices. The 
casualty companies have already joined to- 
gether in pools intended to provide greater 
limits of liability coverage than have 
ever been made available to industry in 
the past. All of these developments have 
been well publicized and you are undoubt- 
edly familiar with them. ‘The work being 
done in the property insurance field, with 
which I am most familiar, may be regarded 
as an example of what is being done by 
insurance generally in bringing the insur- 
ance mechanism for the sharing of loss to 
bear upon the hazards of the Atomic Age. 

The fire insurance problems in the 
Atomic Age fall naturally into three catego- 
ries. These are— 


1. Insurance on nuclear reactors and 
other atomic installations. 
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2. Insurance of risks which are using 
radioactive isotopes. 

3. Exposure to damage of ordinary 
risks as the result of radioactive con- 
tamination. 


In the interest of orderly treatment, let 
us consider each separately. 


Insurance On Nuclear Reactors and 
Other Atomic Installations 


Although the awful destructive power of 
atomic weapons made the entire nuclear 
program a government monopoly in its 
beginnings, private industry has now been 
given an opportunity to develop electrical 
power through nuclear fission and to carry 
on research generally in the atomic field. 
In the United States, Congress felt that in 
accordance with our traditional philosophy 
we should depend upon private initiative, 
rather than government, for the peacetimc 
use of atomic energy. One of the problems 
which industry faces is, of course, insurance 
protection for the capital assets invested 
in nuclear reactors, fuel element fabrica- 
tion plants and other manufacturing or 
processing facilities with an abnormal ra- 
diation hazard. It was concluded by in- 
surance men studying the problem that 
coverage in this new field could best be 
afforded by pools or syndicates of com- 
panies. The stock companies of the United 
States have organized the Nuclear Property 
Insurance Association, for the purpose of 
providing property insurance on industrial, 
commercial, research and experimental re- 
actor installations, with a capacity of ap- 
proximately fifty million dollars. In tes- 
tifying before the Joint Congressional Com- 
mittee on Atomic Energy, Mr. Kenneth E. 
Black, President of the Home Insurance 
Company and Chairman of the National 
Board Committee on this subject, said— 
“It is our intention to supply a capacity 
sufficient to meet the insurance require- 
ments on any reactor now contemplated 
or in the drawing board stage. At this mo- 
ment, we are not confronted with a cap- 
acity problem.” 

The nrutual insurance companies organ- 
ized a similar syndicate to provide both 
third party liability and property dam- 
age coverage on atomic risks with a net 
capacity of about eleven million dollars 
and an anticipated gross capacity substan- 
tially in excess of this figure. There have 
been conferences between representativs of 
the stock and mutual pools so that in any 
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case in which the size of the reactor makes 
it necessary, it will be possible for the re- 
actor operator to have available the com- 
bined capacity of the stock and mutual 
pools. 

The coverage which the reactor operators 
wish to secure goes beyond that afforded 
in our present property damage policies. 
They would like to have the coverage cur- 
rently available under the fire policy, plus 
the extended coverage endorsement, plus 
boiler and machinery insurance, plus loss 
or damage due to meltdown or radioactive 
contamination arising from an accident on 
the premises. Stated in simplest terms— 
if there is a runaway reaction, similar to 
that at Chalk River, which makes it nec- 
essary to decontaminate and rebuild the 
reactor and the building in which it is 
housed, it is anticipated that the insurance 
protection will indemnify the owner of the 
installation for such loss or damage. The 
exact forms which would be used are 
presently in preparation by committees of 
both the stock and mutual pools and they 
should be released within a few weeks or 
months. 

The problem of rate is extremely diffi- 
cult. It seems obvious that in developing 
rates an additional charge for the nuclear 
hazard must be superimposed on_ the 
charges which would be made for stand- 
ard insurance protection as furnished at 
a conventional plant. How much that 
charge should be is obviously a matter of 
judgment when working in a field as new 
as this, where one must estimate the pos- 
sibility of accident to a piece of equipment 
which has never been built before, protect- 
ed by safety devices which have yet to be 
tested. Since the ability of private indus- 
try to move forward in the nuclear field 
depends on the ability of nuclear power to 
compete economcially with that produced 
by other means, and, since insurance cost 
is one of the elements which must be con- 
sidered in determining the cost of opera- 
tion of a nuclear plant, the solution to the 
rating problem will affect the final deci- 
sion of private utilities planning nuclear 
power plants. 

The large power reactors, by reason of 
their dramatic aspects, have received most 
of the publicity. There are a number of 
other nuclear installations which may also 
afford some fire insurance problems. For 
example: we have already been requested 
to provide insurance on both power and 
research reactors, but even more immediate 
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today, is the problem of providing insur- 
ance protection on criticality test facilities. 
These facilities will be in use substantally 
ahead of the reactors and from a property 
damage standpoint present somewhat anal- 
ogous problems. We also have requests 
for insurance from plants fabricating fuel 
elements and we will ultimately be asked to 
insure concerns reprocessing used atomic 
fuel. In each of these cases, we must deter- 
mine whether the possibility of loss has 
been substantially increased by the fact that 
the field of activity involves nuclear ma- 
terials, and, if so, what modifications 
should be made in form or rate. Normal 
fire hazards cannot be overlooked, as was 
dramatically demonstrated by the serious 
fire loss in the diffusion plant of the AEC 
at Paducah, Kentucky. 


Insurance of Risks Which Are 
Using Radioactive Isotopes 


Industry has been quick to appreciate 
that radioactive isotopes can be effectively 
used in controlling industrial processes and 
in carrying out research functions of all 
kinds. The use of isotopes has progressed 
to an almost incredible degree and their 
dispersion throughout industry in a short 
time has been phenomenal. All plants 
insured are inspected at regular intervals. 
Our inspectors are instructed to find out 
on their next regular tour of inspection, 
whether radioactive isotopes were being 
used within the premises covered by our 
contracts. We quickly learned that such 
isotopes are in use in over 1,200 of the risks 
we insure. The number grows from day to 
day. A recent issue of Nucleonics was 
given over entirely to the many ways in 
which isotopes can be used—ranging from 
their use in research as tracers—to their use 
in medical therapy—to their use in gauges 
of all kinds installed for quality control. 
For example: The cigarette industry is now 
using beta gauges, with strontium 90 as a 
source, in order to produce more uniform 
cigarettes for your enjoyment. 

If a policyholder is now using isotopes 
in the course of his normal operations he 
may wish specific insurance endorsed onto 
his present policy which will cover any loss 
from radioactive contamination which ori- 
ginates within the described premises and 
is the direct result of any peril otherwise 
insured against under his basic property 
policy. Such coverage could, of course, be 
added by endorsement with an additional 
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premium charge, depending upon the se- 


riousness of the hazard. We do not feel 
that such losses are apt to be large or wide- 
spread and a review of our experience, 
which now includes a large number of such 
risks, is quite reassuring. It can, therefore, 
be anticipated that for most policyholders 
who plan to use isotopes either for re- 
search, in the production process itself, or 
for quality control, the additional cost of 
having their insurance extended will be 
quite reasonable. In any case in which the 
hazard, in the judgment of the insurance 
underwriters, is extreme—as might be true 
in a plant reprocessing used fuel elements 
—the pools already set up by the stock and 
mutual companies will probably be called 
upon to provide protection. It cannot be 
emphasized too strongly that such plants 
will be the rare exception rather than the 
rule, and that the use of isotopes in medi- 
cine and industry presents no serious insur- 
ance problem. 


Ordinary Risks 


‘To most attorneys handling cases in the 
property insurance field, the problem of 
insuring nuclear reactors or risks using ra- 
dioactive isotopes is of academic rather 
than practical importance. As far as you 
are concerned the cloud on the horizon is 
the possibility of radioactive contamination 
from an incident or accident away from 
the policyholder’s premises which causes a 
heavy monetary loss because of the need 
for decontaminating the property. This 
would not only cost money in itself, but 
it would also cause a loss of earnings while 
the plant was shut down for decontamina- 
tion. Obviously, the fission products which 
do the damage had to originate somewhere. 
They will come from either a government 
installation, working on the production of 
military materials or research, or they will 
originate at a facility owned by private in- 
dustry, such as a power or research reactor. 

Your first question is whether or not the 
policyholder can collect under his existing 
insurance contracts and the answer is— 
“Probably not.” If an insured peril such 
as fire, windstorm or explosion is involved 
in the release of the fission products, it 
might be contended that under the Proxi- 
mate Cause Rule recovery is possible. The 
position of insurers in defending against 
any such claims will undoubtedly be based 
on the rule of reasonable probability set 
out by Judge Cardozo in Bird v. St. Paul 
Fire & Marine Ins. Co., 224 N.Y. 47, 120 
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N.E. 86. The following quotation from 
Cardozo’s opinion is directly in point on 
this problem: 


“The case comes, therefore, to this: 
Fire must reach the thing insured, or 
come within such proximity to it that 
damage, direct or indirect, is within the 
compass of reasonable probability. Then 
only is it the proximate cause, because 
then only may we suppose that it was 
within the contemplation of the contract. 
In last analysis, therefore, it is something 
in the minds of men, in the will of the 
coniracting parties, and not merely in 
the physical bond of union between 
events, which solves, at least for the jur- 
ist, this problem of causation. In all 
this, there is nothing anomalous. Every- 
thing in nature is cause and effect by 
turns. For the physicist, one is the 
cause, for the jurist, another. Even for 
the jurist, the same cause is alternately 
proximate and remote, as the parties 
choose to view it.” 


This whole problem was considered in 
detail at the 1955 meeting of the Insurance 
Section of the American Bar Association 
and is reported on page 209 of the Proceed- 
ings of the Insurance Law Section under 
the title “Fire Insurance Problems In The 
Atomic Age.” 

The Association of Superintendents of 
Insurance of the Provinces of Canada con- 
sidered the problem in connection with its 
study of the statutory conditions appli- 
cable to fire insurance policies and recom- 
mended, as part of the general revision, 
that the Act provide: 


“(2) Unless otherwise — specifically 
provided therein, in any contract to 
which this Part applies, nuclear change 
or radioactivity shall not be considered 
to be a fire or explosion.” 


This language was intended to clearly 
express the intent that loss resulting from 
a substantial fallout of fission products as 
the result of an incident at a reactor was 
not covered. However, when it was adopt- 
ed by the Ontario Legislature, the follow- 
ing language was added: 


“but this provision shall not be con- 
strued so as to exclude loss or damage 
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caused by fire or explosion resulting 
from nuclear change or radioactivity.” 


This was discussed at the Superintend- 
ents’ meeting, in Edmonton in 1956, and 
it was decided that the original recom- 
mendation should be reaffirmed. Canada 
has, therefore, taken the lead in clarifying 
the situation, and its action will probably 
be followed in the United States, where 
amendments to the statutory fire policy are 
also being studied under which recovery 
would be denied for loss due to radioactive 
contamination. 


The fire insurance companies feel that 
in the event of loss due to radioactive con- 
tamination originating off his premises, the 
owner of property must look for recovery 
to the operator of the reactor or other fa- 
cilities from which the dangerous material 
originated. In other words, we are back 
in the field of third party liability in- 
surance. If the loss was considered as cov- 
ered by fire insurance companics they 
would take full advantage of their subroga- 
tion rights and, in that case, the loss would 
ultimately fall upon the party or parties 
responsible. 


At recent hearings before the Joint Con- 
gressional Committee on Atomic Energy, 
the question of the protection of the public 
in the event of an excursion of fission pro- 
ducts has been given careful consideration 
and additional legislation which will bring 
the government more definitely into the 
picture is strong possibility. President Eis- 
enhower was so concerned that he sent a 
special message to Congress asking for im- 
mediate consideration of a measure drafted 
for the purpose, but Congress adjourned 
without action. When Congress recon- 
venes, legislation to set up a Government 
Indemnity Program to supplement private 
insurance will enjoy a high priority. 


The work already done by the insurance 
companies through their associations and 
committees is a splendid demonstration of 
the ability of insurance to meet a new 
challenge. They have made excellent prog- 
ress in developing forms, rates and under- 
writing procedures. Attorneys specializing 
in insurance will find that they too are be- 
ing faced with new problems of interpreta- 
tion, involving both new and old contracts. 
This is part of the continuing process of 
education which is the professional respons- 
ibility of all lawyers. 
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The New Family Automobile Policy 


Frep C. PARCHER* 
Columbus, Ohio 


VER the past several years, the highly 

competitive casualty insurance indus- 
try has produced a number of new auto- 
mobile policy contracts. Companies which 
had long written so-called “non-standard” 
policies, in which the deviations from 
standard were primarily of a restrictive na- 
ture, substantially broadened their cover- 
ages, and some “standard policy” com- 
panies yielded to this competitive pressure 
to depart from standard in favor of a more 
liberal contract. It was inevitable then 
that the Standard Automobile Policy 
should undergo another (the fifth) revi- 
sion, and that a new “Standard Family 
Automobile Policy” should be developed 
and introduced to the market on Septem- 
ber 1, 1956. 

It is not the purpose of this paper to 
critically evaluate the differences between 
the Standard Automobile Policy and the 
Family Automobile Policy. To do so would 
not only require more than the available 
time and space allows, but would be to in- 
dulge in legalistic speculation in many in- 
stances. Instead, we will confine ourselves 
here to the specification of the principal 
differences between these two policies in 
the hope that such will be of some aid to 
counsel confronted for the first time with 
problems in the coverages afforded. ‘Too, 
since the Standard Automobile Policy, its 
format and general content are quite 
familiar to experienced insurance counsel, 
we will content ourselves with an approach 
from the standpoint of the newer Family 
Automobile Policy—comparing the unfami- 
liar with the familiar, as it were. 

Perhaps the first confusing thing con- 
fronting the reader of the “Family” policy 
is the absence of the familiar headings 
“Automobile Defined”, “Definition of In- 
sured” and “Use of Other Automobile”. 
Another is the fact that certain “Defini- 
tions” appear in each of the principal divi- 
sions of this contract. These divisions, or 
“Parts” are three in number: Part I—“Liabil- 
ity”, Part II—“Expenses for Medical Serv- 
ices”, and Part III—‘‘Physical Damage”. 
Each “Part” contains its own individual set 

*Director, Claims Planning; Nationwide Insur- 
ance Companies. 


of insuring clauses, exclusions and defini- 
tions although many of the definitions in 
Part I are also applicable to Parts II and 
III. 

Since we have a ready-made breakdown 
available, we'll take advantage of it in our 
attempt to analyze and discuss the prin- 
cipal differences between the policy con- 
tracts under consideration. 


Part I—Liability 


The Family Automobile Policy provides 
that any resident of the named insured’s 
household is an insured with respect to the 
owned automobile. Permission to use is 
no longer a prerequisite to coverage while 
the owned automobile is being used by a 
resident of the named insured’s household. 
Coverage is also extended to the named 
insured for the use of any non-owned auto- 
mobile whereas the Standard Automobile 
Policy does not afford coverage when the 
non-owned automobile is furnished for the 
regular use of the named insured. In ad- 
dition, any relative of the named insured 
is furnished coverage while driving any 
non-owned private passenger automobile 
or trailer not furnished for the regular use 
of the relative. (Relatives are defined in 
the policy as relatives who are residents of 
the named insured’s household.) Coverage 
is correspondingly broadened to include 
persons or organizations responsible for the 
use of cars furnished for the regular use 
of the named insured or spouse and for 
the use of private passenger cars or trailers 
used by, but not regularly furnished for 
the use of relatives of the named insured 
or spouse or who are residents in the same 
household. 

It is important that we recognize that 
drive other car coverage is now found in 
the section entitled, “Persons Insured”. 
Since coverage is now provided to the 
named insured or spouse for the use of 
automobiles furnished for their regular 
use, it will no longer be necessary for them 
to purchase broad form drive other car 
coverage, at additional premium, to take 
care of their exposure while driving private 
passenger automobiles furnished for their 
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regular use. It should be noted that com- 
mercial automobiles are not included un- 
der this feature of the policy. If the named 
insured or spouse regularly drive a vehicle 
of this type, they will still need protection 
similar to that formerly known as broad 
form drive other car coverage. Under the 
new Family Automobile Policy program, 
this form of protection is known as “Ex- 
tended Non-Owned Automobile Coverage”. 


Another extension of the drive other 
Car Coverage under the Family Automo- 
bile Policy is that all relatives of the named 
insured, who are resident of his household, 
have this coverage to a limited degree. 
Coverage for relatives is limited in that the 
policy does not provide protection for 
relatives while they are driving automo- 
biles furnished for their regular use. 

Coverages “A” and “B” (Bodily Injury 
and Property Damage) are similar in word- 
ing to the language used in the Standard 
Automobile Policy. However, there is one 
very important change in the Family Auto- 
mobile Policy, that being that the liability 
coverages are now written on an occurrence 
basis rather than on an accident basis. An 
“intentional acts” exclusion excludes cover- 
age for damage caused intentionally by or 
at the direction of the insured. Whether 
or not the coverage is on an “occurrence” 
or “accident” basis has never been as im- 
portant in automobile liability insurance 
as in general liability insurance. Certainly 
with the intentional acts exclusion, there 
will be very few times when a change 
to occurrence policy will result in any sub- 
stantial change in the coverage afforded. 

Protection is now granted to the named 
insured or his spouse with respect to in- 
juries resulting from occupancy of livery 
or public conveyance. However there is 
still no coverage for the named insured 
or spouse while operating the public or 
livery conveyance. 

The Standard Policy exclusion against 
liability assumed by the insured under con- 
tract or agreement does not appear in the 
Family Automobile Policy. That exclu- 
sion has seldom been invoked, and the need 
for it is not nearly so apparent in a policy 
which insures private passenger automo- 
biles only. I believe it is rather obvious 


that such an exclusion is necessary in the 
Standard Automobile Policy because of its 
use to insure commercial vehicles, since 
there are quite often agreements between 
the lessor and lessee whereby one or the 
other assumes some liability not imposed 
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by operation of law. It has always been 
the intent of automobile policies to cover 
only that liability imposed by operation 
of law as distinguished from liability volun- 
tarily assumed by contract. We shall have 
to await judicial determination to learn 
whether the new policy will be interpreted 
as excluding contractually assumed liabil- 
ity. 

There is a specific exclusion in the 
Standard Automobile Policy eliminating 
coverage while the automobile is used for 
the towing of any trailer owned or hired 
by the insured and not covered by like in- 
surance in the company. Obviously, there 
is no need for this exclusion in the Family 
Automobile Policy since, by definition, the 
word automobile includes trailer and a 
trailer is further defined as one designed 
for use with the private passenger auto- 
mobile, if not used for business purposes 
with other than a private passenger or utili- 
ty automobile. Thus, we see that any 
trailer that is designed for use with the pri- 
vate passenger automobile is covered as 
long as it is used with a private passenger 
automobile or utility autmobile. The po- 
licy defines a utility automobile as one 
with a load capacity of fifteen hundred 
pounds or less of the pick-up, sedan deli- 
very, or panel truck type. 


Part II—Expenses for Medical Services 


All definitions contained in Part I (Li- 
ability) are applicable to this division of 
the policy. In addition, there is certain 
language used in the new policy which is 
at variance with that contained in the 
Standard Automobile Policy. For example, 
in interpreting the protection afforded, it 
is interesting to observe that the word “oc- 
cupying” is used instead of the expression 
“in or upon or entering into or alighting 
from” as it appears in the Standard Auto- 
mobile Policy. This difference is only ap- 
parent, not real, however, being corrected 
by a specific definition in this Part. 


No distinction is made between basic 
and extended medical payments. There 
are still two divisions under this coverage, 
but Division I refers to the coverage af- 
forded to the named insured and relatives 
living with him. It provides the same cov- 
erage formerly extended under both basic 
and extended medical payments for the 
named insured and relatives who are resi- 
dents of the named insured’s household. 
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Division Il extends medical payments 
protection to any person occupying the 
owned automobile is being used by the 
named insured, any residents of his house- 
hold, or by any other person with the 
named insured’s permission. You will re- 
call that in our discussion of drive other 
car coverage, it was pointed out that there 
has been some extension of the liability 
coverage concerning the use of non-owned 
automobiles. This same approach has 
been carried out in the medical payments 
portion of the Family Automobile Policy 
so that there is coverage for any person oc- 
cupying a non-owned automobile if the in- 
jury is the result of the operation by or oc- 
cupancy of the named insured or the op- 
eration for the named insured by his 
chauffeur or domestic servant. There is 
also coverage for any person occupying a 
non-owned automobile if the injury arises 
from the operation or occupancy by a rela- 
tive who is a resident of the named in- 
sured’s household. ‘The non-owned auto- 
mobile must be a private passenger auto- 
mobile or trailer which is not furnished 
for the regular use of the relative. The 
Standard Automobile Policy provides much 
more restrictive coverage under extended 
medical payments. Under that policy only 
the named insured, his spouse, or relative 
of either, while members of the named in- 
sured’s household are afforded protection 
while in or upon, entering or alighting 
from a non-owned automobile. 

The Standard Automobile Policy ex- 
cludes medical payments coverage (basic 
medical payments) for employees of the 
named insured or spouse if injured while 
in the course of their employment, the only 
exception being that domestic employees 
are provided coverage unless Workmen’s 
Compensation is payable or required to 
be provided by law. These “employee ex- 
clusions” do not appear in the Family 
Automobile Policy. 


Part I111—Physical Damage 


A new coverage appears in the Family 
Automobile Policy which affords protec- 
tion to the named insured, his spouse, or 
relatives (residents of the named insured’s 
household) for automobile robes, wearing 
apparel, or other personal property dam- 
aged or totally destroyed by fire or light- 
ning while in or upon the owned auto- 
mobile. Note that this coverage does not 
apply to articles stolen from the automo- 
bile nor does it have any application to 
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non-owned automobiles. The limit of the 
company’s liability under this coverage is 
the actual cash value of the property not 
to exceed $100. 


Another interesting feature of the Family 
Automobile Policy is that the comprehen- 
sive coverage and the towing coverage now 
apply to non-owned private passenger au- 
tomobiles. For the purpose of physical 
damage, a non-owned automobile is a pri- 
vate passenger automobile not owned by 
the named insured or his spouse, or his 
relative who is a resident of the named 
insured’s household, while such automobile 
is in the possession or custody of the in- 
sured or is being operated by him. We do 
not yet know whether fire or theft cov- 
erages will be provided for non-owned au- 
tomobiles in case the named _ insured 
should care to purchase this limited physi- 
cal damage protection instead of the 
broader comprehensive coverage. 

Coverage for “Loss of Use by Theft” as 
it was called in the Standard Automobile 
Policy appears under “Supplementary Pay- 
ments” in Part III of the Family Automo- 
bile Policy. This coverage does not re- 
strict reimbursable expenses to those in- 
curred for the rental of a substitute auto- 
mobile or taxicab was the case in the 
Standard Automobile Policy. The Family 
Automobile Policy refers simply to “trans- 
portation expenses” thus including any 
type of transportation charge. The limit 
recoverable remains $5 per day not to ex- 
ceed $150. The Standard Policy stated that 
the maximum recoverable should not ex- 
ceed $150 or the actual cash value of the 
automobile at the time of the theft. The 
provision providing that payment should 
not exceed actual cash value has been eli- 
minated apparently because it was believed 
that few automobiles with a value less than 
$150 would be insured under the compre- 
hensive coverage. 

This new policy provides that the return 
of the stolen automobile is at the expense 
of the company. The company may exer- 
cise the option of returning the vehicle to 
the named insured or to the address shown 
in the declarations. This is a provision 
not contained in the Standard Automobile 
Policy and should eliminate arguments be- 
tween the named insured and the com- 
pany as to who should pay for the return 
of the stolen automobile. As a practical 
matter, most companies have been _bear- 
ing the expense of the return of the auto- 
mobile for many years. 
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Under the comprehensive coverage, tires 
which are damaged as the result of mali- 
cious mischief are now covered. ‘The 
Standard Policy excludes damage to tires 
unless stolen, burned, or unless the dam- 
age is “coincident with and from the same 
cause as other loss covered by this policy”. 
This exclusion in the Standard Policy 
caused considerable difficulty since policy- 
holders: (1) were inclined to feel that all 
loss which was not intentionally inflicted 
by them should be covered, and (2) if 
aware of the exclusion, sometimes made 
sure there was other damage before they 
reported the loss. (Quite a few companies 
have been providing coverage for “slashed 
tires” under the Standard Policy on the 
theory that it was poor business to take 
advantage of the exclusion.) 

Coverage is now afforded under the com- 
prehensive coverage for loss resulting from 
larceny as well as theft. The Family 
Policy has added the word larceny because 
technically, in some states, an act may 
amount to larceny but not theft. The 
youth who takes the vehicle of the insured 
for a “joy ride” may only be committing 
larceny but it would seem that any loss to 
the vehicle resulting from the “joy ride” 
will now be covered under the new policy. 

The Standard Auto Policy excludes 
damage to the automobile due and con- 
fined to wear and tear, freezing, or me- 
chanical or electrical breakdown or fail- 
ure, except where such damage results 
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“from other loss covered by this policy”. 
The new Family Automobile Policy con- 
tains a similar exclusion, but is more re- 
strictive in that the exception is limited to 
such damage resulting from a theft covered 
by the policy. 

We have made no attempt to discuss the 
Family Automobile Policy “conditions” as 
such, or in their entirety although we have 
endeavored to point out, in our discussion 
of the protection afforded by the various 
divisions of the policy, the effect of the 
conditions with respect to each division. 
However, since the policy does not require 
a description of the insured’s automobile 
unless physical damage coverage is being 
provided, there is one condition that is 
of extreme importance. That one is en- 
titled “premium” and it requires that the 
sale, acquisition or replacement of a pri- 
vate passenger or utility automobile dur- 
ing the policy period must be reported 
to the company. It also provides for pre- 
mium adjustment from the date of the ac- 
quisition or replacement. This, coupled 
with the insuring agreement covering 
owned automobiles, provides automatic in- 
surance for newly acquired vehicles. It 
should be noted that it is optional whether 
the issuing company requires a notice with- 
in 30 days after acquisition, and where that 
question becomcs important, counsel 
should clarify the point by examination of 
the insurance contract or by specific in- 
quiry of his insurance company client. 


The Variable Annuity As a Life Insurance Company Product* 


J. Epwarp Day, LL.B. 
Associate General Solicitor, The Prudential Insurance Company of America 


and 


MEYER MELNIKOFF 
Associa‘e Actuary, The Prudential Insurance Company of America 


HE VARIABLE annuity is a means 

for guaranteeing systematic liquid- 
ation over a full lifetime of retirement 
funds invested in common stocks. Because 
of the lifetime feature—involving the use of 
life contingencies and mortality tables—the 
plan is one that is not and cannot be pro- 
vided outside the insurance industry. 


*Reprinted with the authors’ permission from 
the Winter 1955 Issue of the C. L. 
quarterly publication. 


U. Journal, a 


Since acturial application of mortality 
factors is, in our legal framework, a life 
insurance device, and since insurance com- 
panies generally are not yet in a position 
to offer variable annuities because of in- 
vestment and accounting restrictions, there 
is a vacuum in providing this type of con- 
tract to the public. American business 
history confirms that where a demand 
exists and a way to meet it is known the 
new product won’t be long in coming. 
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The so-called variable annuity issue, 
then, can be boiled down to just two 
points. Is there a demand? And if there 
is a demand, just how should life insur- 
ance companies best make use of one of 
their familiar fields of competence and le- 
gal authority—the application of life con- 
tingencies—in order to meet it. 


It is not very hard to confirm that there 
is a demand. It is shown by the success 
and acceptance of CREF (College Retire- 
ment Equities Fund). It is shown by the 
establishment of a number of non-insured 
group pension plans on a common stock 
investment-variable benefit basis. And it 
is shown by the widespread interest in the 
subject (well known to group annuity de- 
partments of life insurance companies) on 
the part of employers and unions. 


The CREF plan was discussed over two 
years ago in these pages in a definite ar- 
ticle by one of the pioneers in the field 
—George E. Johnson, then vice-president 
and general counsel of CREF, and now 
president of The Variable Annuity Life 
Insurance Company of Washington, D. C. 


CREF, set up nearly four years ago under 
a special New York law, has already is- 
sued variable annuities to over 20,000 col- 
lege staff members (the clientele to which 
it is limited) throughout the country. It 
is a companion organization to Teachers 
Insurance and Annuity Association of 
America (TIAA) which was established in 
1918 to provide retirement benefits and 
life insurance for members of staffs of edu- 
cational, scientific, or research organiza- 
tions and their wives and widows. 


In recent years it was observed that TIAA 
fixed amount annuities were not meeting 
the basic needs of the retired participants 
because of the effects of inflation. At the 
same time it was noted that many of the 
privately endowed colleges which were in- 
cluded among the institutions TIAA serv- 
ed generally adopted a balanced fund prin- 
ciple in investing their endowed funds, i.e., 
they invested part in fixed dollar obliga- 
tions and part in stocks. It, therefore, 
seemed inconsistent to some of the college 
trustees to invest the endowment funds on 
the balanced fund principle while putting 
all their pension payments into TIAA 
which invested nearly 100°; in fixed dol- 
lar obligations. The TIAA made an ex- 
tensive economic study and report and as 
a result CREF was established. 
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CREF, which is the TIAA’s affiliated 
“variable annuity company,” was begun 
not with the idea that it would keep the 
retired individual’s purchasing power dur- 
ing retirement at an exactly constant level 
but wtih the belief that it would have a 
good chance of providing a combined in- 
come from TIAA and CREF that might 
correlate reasonably well with the cost of 
living. Ninety per cent of the college pro- 
fessors and teachers participating have 
voluntarily elected to have the maximum 
permissible portion (i.c., 50°%) of retire- 
ment contributions on their behalf paid 
into the variable plan. 

A person buying a variable annuity— 
either in the CREF plan or in a life insur- 
ance company plan—would not be guaran- 
teed an income of a fixed number of dol- 
lars. Instead, for each payment he made, 
he would be credited with a number of 
units which would represent his share of 
the value of the assets in which net con- 
siderations had been invested. When he 
retired, these units would be converted, 
on a basis set forth in his contract, into 
an annuity selected from those available 
in the contract, guaranteeing him a pay- 
ment each month as long as he lived. ‘The 
dollar amount of each annuity payment 
would be determined by the then current 
value of the assets in which the net con- 
siderations had been invested. 

Here is a simplified example of an in- 
dividual variable annuity contract calling 
for a $500 annual payment. The $500 pay- 
ment in 1955 might buy 50 units, the $500 
payment in 1956 might buy 45 units, the 
$500 payment in 1957 might buy 60 units, 
and so forth. The changing number of 
units purchasable with each year’s $500 
payment. would reflect changes in the 
value of the assets in a segregated variable 
contract account. At age 65 the purchaser 
might have accumulated a total of 1,200 
units. His contract might provide that he 
could take his retirement benefits in the 
form of an annuity either in fixed dollar 
amounts or on a variable basis. If he 
chose variable benefits the actuarial tables 
might, for example, entitle him to an an- 
nuity of 100 units a year for life after age 
65. This might result in his variable an- 
nuity payments in the first year of retire- 
ment having a dollar value of $1,000, in 
the second year $1,100, in the third year 
$900, etc., again depending upon changes 
in the value of the assets of the special 
account. 
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Some Details of the CREF Plan 


There are a number of important re- 
spects in which CREF varies from a typical 
life insurance company. CREF covers one 
relatively homogeneous group of policy- 
holders: college staff members. Its policy 
forms are all essentially individual retire- 
ment annuity policies, involving mortality 
only after retirement, and are substantial- 
ly identical (although there are some op- 
tional methods of settlement). CREF has 
no marketing organization, and thus has no 
expense problems related to that aspect of 
distribution. CREF, issuing variable an- 
nuities, and TIAA, issuing fixed amount 
annuities, are separate companies—but un- 
der the same management. Under their 
plan each participant must put at least as 
much money into a TIAA fixed dollar an- 
nuity as into CREF. This was fairly sim- 
ple for TIAA to do because TIAA is al- 
most exclusively a retirement annuity com- 
pany. Although TIAA has some other cov- 
erages, principally term insurance, TIAA 
retirement plans use individual retirement 
annuity contracts. ‘These contracts, unlike 
many issued by life insurance companies, 
are designed to readily accommodate 
changes in the contribution rate, in order 
to carry out their basic function as a retire- 
ment plan vehicle. In addition, CREF 
was not faced with any problem of integra- 
tion of its contracts with other types of 
policies, such as those of another insurer, 
because CREF is restricted to individuals 
covered by TIAA. 

Under CREF variable annuity contracts 
there are no quantitative guarantees—in- 
stead, each annuitant is assured full par- 
ticipation in the fund, the dollar amounts 
payable being determined by actuarial 
methods. Accordingly, the number of dol- 
lars payable under a CREF variable annu- 
ity varies so as to reflect not only invest- 
ment results but also mortality experience 
and expenses. 

The TIAA study emphasized the import- 
ance of obtaining diversification over time 
in the liquidation of any long-term savings 
on a variable basis. “TIAA practice, on 
the basic fixed dollar annuity contracts, 
is not to permit any lump sum cash sur- 
renders or loans. TIAA contracts pro- 
vide for settlement with an annuitant only 
in the form of an annuity for life. In part 
this practice may have been based on the 
fact that TIAA is, in effect, a staff pension 
plan, with considerations representing em- 
ployer contributions as well as em- 
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ployee contributions. Accordingly, the es- 
tablishment of CREF did not bring up a 
fresh policy question on surrenders, and the 
existing TIAA practice of not permitting 
surrenders was extended to CREF. Under 
CREF the practice of no lump sum pay- 
ment normally applies as well at death, but 
the beneficiary may receive the benefits 
in the form of an annuity for a fixed pe- 
riod of not less than five years. CREF 
permits lump sum transfers from CREF 
to ‘TIAA, at retirement or death, to pro- 
vide fixed dollar annuities. 


Other Possible Approaches 


Up to now, much of the discussion of 
variable annuities has been directed to the 
— of their basic desirability. To 

ate, very little has been said of the na- 
ture of a variable annuity contract as a 
life insurance company product. Under 
these circumstances, an outline of a pos- 
sible life insurance company approach on 
some of the more important aspects is in 
order, having in mind that the greatest 
good to the public will be obtained by 
the development of the variable annuity 
concept in an atmosphere that will give 
the management of each company broad 
latitude for different methods of approach. 


The Separate Company Question 


Some have proposed that if existing life 
insurance companies are to enter the vari- 
able annuity field they should do so 
through separate special purpose corpora- 
tions which wolud be wholly owned sub- 
sidiaries. Others feel that variable annu- 
ities should be written directly by existing 
companies with the variable annuity as- 
sets held in segregated accounts. 

Life insurance companies, of course, 
have large, trained agency forces. It is be- 
lieved that the public would be better 
served by the sale of variable annuities by 
agents who also sell life insurance and con- 
ventional fixed amount plans than by the 
sale of variable plans by agents who sell 
nothing but variable plans. Under the cir- 
cumstances, with the same agents selling 
both types of contracts, a “subsidiary” or- 
ganization would soon lose its separate 
identity as far as the public is concerned. 
Accordingly, the introduction of a new 
company for the variable contracts would 
involve many unnecessary complications. 

For example, the separate company ap- 
proach would involve difficult financial 
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problems, especially for a mutual company, 
e.g., the problem of advancing the initial 
capital investment and providing for its 
repayment; the problem of allocating ex- 
penses; tax problems, etc. 

As described under a later heading, a 
company may well conclude that it should 
guarantee the expense and mortality as- 
sumptions in variable contracts. This 
would mean that the company would as- 
sume risks of the same type as it assumes 
in its life insurance business—and the as- 
sumption of such risks is more suitable for 
an existing company assuming a variety of 
other risks than for a special company 
that would issue no other contracts. 

The operation by means of two distinct 
companies would also lead to complica- 
tions in what may prove to be very de- 
sirable plans for packaging variable con- 
tracts with orthodox contracts issued by 
lile insurance companies. For example, 
some employers or annuitants might desire 
to have a retirement annuity contract on 
a variable basis during the accumulation 
period, with an option to take either a va- 
riable or fixed dollar annuity after retire- 
ment. Furthermore, a variable life annu- 
ity may prove adaptable as a useful form 
of settlement option for a fixed dollar life 
insurance policy. It may well be prefer- 
able to make such plans available from a 
single source. 


The Extent of the Guarantees 


This is a most important and basic ques- 
tion: should life insurance company vari- 
able annuity contracts confine the vari- 
able principle to investment aspects or 
should they also provide for contractual 
variation according to mortality experience 
and expenses? 

In considering this problem it must be 
borne in mind that, in contrast to CREF, 
life insurance companies issuing variable 
annuities will no doubt wish to issue them 
on a group as well as on an individual 
basis. Several employers have adopted non- 
insured group plans for providing pensions 
on a variable basis. These include Long 
Island Lighting, Chemstrand, Kidder Pea- 
body, and Pan-American Airways. Boeing 
Airplane Company has announced plans 
for providing variable pensions for its em- 
ployees. The Airline Pilots Association has 
given notice that it intends to seek vari- 
able pension coverage for its members 
from all the airlines. 

Each group contract holder expects to 
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derive the benefit of his own experience 
in greater or lesser degree, depending on 
size. Accordingly, it would not generally 
be acceptable to pool all contracts together 
from the standpoint of expenses or mortal- 
ity. The larger contracts, expecting the 
lower expense rate, or the contracts in 
heavy industry, expecting the higher mor- 
tality rate, would object to being treated, 
for experience purposes, in exactly the 
same way as the smaller contracts or the 
contracts on clerical employees. 


To vary the benefits under each contract 
in such a way as to reflect its own expenses 
and mortality, as well as investment results, 
would not only be administratively very 
difficult, but would not be desirable. For 
example, under contracts covering relative- 
ly few employees, it would not seem appro- 
priate to permit mortality fluctuations to 
directly affect the basic contractual vari- 
ation in benefits. 

Even on individual contracts provision 
must be made for recognizing the differ- 
ent levels of expense that may be experi- 
enced under different types of contracts, 
or even on similar contracts at different 
durations, and the marketing expense as- 
pects must be recognized. Similarly, means 
must be provided for taking into account 
different mortality experience on differ- 
ent classes of business. In any event, the 
primary purpose of a variable annuity con- 
tract is to provide an income that is rea- 
sonably responsive to changes in the pur- 
chasing power of the dollar and to the ex- 
pansion of the economy. Variations in 
mortality or expense do not seem relevant 
to that objective. Furthermore, the as- 
sumption of the risks of mortality and ex- 
pense is a traditional function of life in- 
surance companies. 


For these and other good reasons a com- 
mercial life insurance company may well 
reach the conclusion that under its variable 
annuity contracts the expense and mortality 
assumptions should be guaranteed so that 
the basic contractual variation in benefits 
should reflect only investment results. To 
provide for contract holder participation 
in favorable results on mortality and ex- 
pense, dividends can be determined by 
suitable adaptation of conventional ac- 
tuarial techniques. 

The basis thus recommended would op- 
erate in practice as follows: a variable an- 
nuity contract would specify, by its terms, 
the amounts which could be applied for 
expenses and the mortality basis to be used 
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in determining the annuity payments. It 
would also specify the procedure to be fol- 
lowed in determining the contractual vari- 
ation in benefits, which would reflect only 
investment results. The life insurance com- 
pany would assume the risk that actual ex- 
penses might exceed the specified provi- 
sion for expenses, or that mortality might 
be lower than provided for by the specitied 
mortality basis. Any divisible surplus aris- 
ing under variable contracts with respect 
to the risks assumed by the company would 
be reflected in dividends determined by 
conventional actuarial methods. 


Balance Requirements 


The basic TIAA economic study referred 
to above showed that, in the past, retire- 
ment plans would have had the best 
chance of providing a retirement income 
tending to follow the cost of living if the 
investment of the funds had been balanced: 
about half going into fixed dollar securities 
and the balance into equities. 

The approach adopted by TIAA to pro- 
vide for balance was to require each in- 
dividual to put at least as much money 
into a TIAA fixed dollar annuity as into 
CREF. For a life insurance company the 
situation is quite different. Several alter- 
natives appear to be available: 


A. Balance the Segregated Variable 
Contract Account Internally 


The assets of the variable contract ac- 
count could be invested on an internally 
balanced basis, about half in equities and 
about half in fixed dollar securities. A 
variable contract account balanced in this 
way would correspond roughly to a com- 
bination of TIAA and CREF; or to the 
internally balanced variable retirement 

lan of the Carnegie Institution of Wash- 
ington. The arguments pro and con as 
to this arrangement may be summarized as 
follows: 


FOR: 
The substantial portion of fixed dollar 
securities would exert a _ considerable 
moderating effect—reducing the  fluc- 
tuations of unit values in the account. 


AGAINST: 

1. With an internally balanced variable 
contract account, an equal distribution 
of an individual’s long-term savings be- 
tween fixed dollar securities and equities 
would be possible only if all his savings 
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were put into the account (e.g., if 50% 
were put into such an account and 50% 
into fixed dollar savings, there would be 
only 25% in equities, instead of 50%). 
Accordingly, while an internally bal- 
anced account would have smaller fluc- 
tuations in unit values than a wholly 
common stock account, it would seem to 
have the undesirable result of eliminat- 
ing all fixed dollar “savings” contracts 
and placing all “savings” on a variable 
basis. 


2.For group annuities as for individual 
coverage, a balanced variable contract 
account would not provide sufficient 
flexibility for use in conjunction with 
fixed dollar contracts. 


3. The variable contract account assets 
must have readily ascertainable market 
values to permit the determination of 
the changes in unit values. This re- 
quirement is not met by a substantial 
percentage of desirable fixed income 
securities, particularly direct placements 
and mortgage loans. From that stand- 
point it would be desirable that the va- 
riable contract account have only a small 
proportion, if any, in fixed income 
securities. 


B. Use a Combination Contract Form 


This would be a contract under one cov- 
er, but composed of two parts: one part 
on a fixed dollar basis and one part on a 
variable basis. The premium on the en- 
tire contract would be indivisible as far 
as payment is concerned; the contract 
could be continued or surrendered only in 
its entirety; and many general provisions 
would apply to both parts. The sole argu- 
ment for this arrangement would seem to 
be that it would achieve the balance. The 
arguments against it include the following: 


1. It would seem unnecessary to require 
that the fixed dollar “counterpart” sav- 
ings must be under a retirement annuity 
contract, e.g., there is no reason why the 
savings element of a level premium in- 
surance policy cannot provide this por- 
tion of the savings. 


2. For many individuals the “counterpart” 
fixed dollar savings may be provided un- 
der a group retirement plan (which may 
or may not be insured). Although there 
is no practical way of providing for a 
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contractual tie-in for such individuals, 
they should not be prevented from ob- 
taining variable coverage. 


t56 
Ve 


. An individual seeking a variable annu- 
ity contract may already have arranged 
his personal fixed dollar savings in a 
manner with which there is no practical 
means of providing a _ contractual 
tie-in: (a) an individual who already 
has an income endowment policy or even 
a whole life policy should not be re- 
quired to take out a new fixed dollar an- 
nuity policy to be the counterpart to a 
variable annuity contract—but the exist- 
ing policy could not very well be made 
a part of a new combination contract; 
(b) an individual who has an insurance 
or annuity policy in another company 
should not be required to obtain a new 
fixed dollar policy solely for combination 
purposes; (c) some individuals may have 
counterpart savings in government bonds 
or other similar media, with which con- 
tractual tie-ins are not feasible. 


C. Restrict the Variable 
Annuity Contract 


The variable annuity contract could be 
issued as a separate contract, but endorsed 
to provide that (a) a payment could be 
made thereunder only if accompanied by 
a certification that payments were being 
maintained under specified counterpart 
policies (b) the contract would be sur- 
rendered upon the surrender of the coun- 
terpart policies, and (c) the contract would 
be settled at the same time and in 
the same manner as the counterpart pol- 
icies. 

The sole argument for this arrangement 
is that the balance would thereby be 
achieved. However, against it are the fol- 
lowing: 


1. It would not be appropriate where the 
counterpart is an employer retirement 
plan. 


2. It would be awkward, if not impossible, 
to administer and police, particularly if 
the counterpart policies were in another 
company. This would be especially true 
of the surrender and settlement aspects. 


3. It might be resented by the policyhold- 
ers as well as the agency staff. 


D. Underwrite for Balance 


On this basis, the question of balance 
would be considered only before issue. 
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Each prospective purchaser of a variable 
annuity contract would be given a booklet 
describing the essential nature of a variable 
annuity, and emphasizing the importance 
of maintaining a balance. A variable an- 
nuity contract would be issued only if (a) 
the information supplied by a proposed an- 
nuitant in his application, and over his 
signature, indicated that he understood the 
nature of a variable annuity contract and 
the need for balance and (b) the company 
was reasonably satisfied that appropriate 
balance would be attained. The applica- 
tion form would contain questions designed 
to ensure that those points were brought 
out. As is true with insurance underwrit- 
ing in general, eligibility for coverage 
would be established only before issue and 
would not be subject to reconsideration 
after issue. 

It appears that this last approach is by 
far the best, i.e., that the matter of an in- 
dividual’s attaining appropriate balance 
of fixed dollar and variable coverage 
should be considered as a subject for un- 
derwriting consideration before the issu- 
ance of a variable contract. This is be- 
lieved to be the only approach which is 
sufficiently flexible to meet the needs for 
variable coverage of individuals in differ- 
ent circumstances. 


Individual Variable Annuity 
Contracts Purchased by a Single 
Payment 


In order to avoid the possible effects of 
abnormal market conditions existing on 
any date, money going into a variable ar- 
rangement should, ideally, not go in all at 
one time, but should be spread over a 
rather long period of years. At first sight 
this statement might seem to lead to the 
conclusion that variable annuity contracts 
should not be offered for individual pur- 
chase on a single payment basis. However, 
a single payment variable annuity contract 
may very well be appropriate, depending 
upon the over-all financial situation of the 
applicant. This is fairly apparent where 
the payment arises from an accumulation 
which has had the benefit of suitable diver- 
sification in time. 

For example, if the single payment arises 
from a lump sum distribution under an 
employer profit sharing plan, which has 
involved investment in common stocks, it 
would seem to be as satisfactory an arrange- 
ment, from the standpoint of the timing 
diversification, as if the accumulation had 
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been made under a variable annuity con- 
tract. A single payment variable annuity 
contract may also be attractive for some 
individuals who are financially in a posi- 
tion to decide such matters for themselves, 
or for gifts. 

Under these circumstances there appears 
to be no reason why single payment vari- 
able annuity contracts should not be avail- 
able if proper underwriting attention is 
given to the over-all financial circumstances 
concerning the application for the contract. 


Surrenders 


It is doubtful if it is practical for a life 
insurance company to write an annuity 
policy with absolutely no surrender provi- 
sion even though the state laws would per- 
mit: public pressure would be hard to re- 
sist on so basic a proposition and it is 
questionable whether a life insurance com- 
pany would want to do business on a “froz- 
en” basis. Nevertheless, it should be rec- 
ognized that the basic purpose of a vari- 
able annuity contract is to provide a means 
of carrying out a permanent long-term re- 
tirement program. It is not intended to be 
purely an investment medium, speculative 
or otherwise. Consequently, as in life insur- 
ance generally, liquidation provisions 
should not be considered of primary im- 
portance, but rather as exceptional emerg- 
ency measures to be available only on a 
basis that is suitably restrictive. 

While the contracts might be made as- 
signable, that would not seem to be a com- 
pletely satisfactory solution to the prob- 
lem. Therefore, there seems to be a need 
for a means of liquidation that provides 
for sufficient safeguards in the form of a 
minimum period of pay-out. On that basis, 
liquidation of a variable annuity contract 
might well be permitted only in the form 
of a series of payments to be made monthly 
for a fixed number of months, with the dol- 
lar amount of each payment to be deter- 
mined in the manner applicable to vari- 
able annuity payments generally. With 
a minimum period of liquidation, a con- 
tract holder may receive a smaller aggre- 
gate payment than he would have received 
if he had been permitted to liquidate his 
contract in a lump sum at the beginning of 
the pay-out period. This result seems in- 
escapable, for any contract that provides 
the opportunity of increases in value with 
increases in stock prices must also involve 
the possibility of corresponding decreases. 
Furthermore, studies based on past experi- 
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ence indicate that during periods of declin- 
ing stock prices there has been a tendency 
for the purchasing power of the dollar to 
increase. The over-all result is therefore 
consistent with the principles of the vari- 
able annuity, and the risk, which is in- 
herent in the contract, is one that the pur- 
chaser of such a contract must be made 
fully aware of before issue and must be 
willing to assume. 

It is suggested, therefore, that variable 
annuity contracts should provide for sur- 
render, either by the annuitant or by his 
beneficiary at his death, but only in the 
form of variable annuity payments for a 
stipulated period. This period should be 
not less than 36 months, except where such 
settlement would provide monthly pay- 
ments of less than a minimum amount, in 
which case the payment period would be 
shortened to the extent necessary to pro- 
vide the minimum monthly payment. 


Use of the Word “Annuity” 


Occasionally it is suggested that variable 
annuities could be made “non-controversi- 
al” by calling them something other than 
annuities—such as variable life income con- 
tracts. 

There are bound to be differences in 
approach between those who have only an 
academic interest in a new product of this 
kind and those who are actively trying to 
bring it out on a successful basis. It seems 
certain that any life insurance company in- 
terested in actually issuing these contracts 
will, for compelling practical reasons, rec- 
ognize them as annuities. Furthermore, 
the widespread use of the term “variable 
annuities” in scores of articles and speeches 
on the subject indicates conclusively that 
that is what these contracts are going to 
be called as a practical matter. 

The U. S. Treasury Department has 
formally ruled that a variable annuity is 
an annuity. The term has already been 
accepted by the insurance departments of 
New York State and of the District of Col- 
umbia. There is other legal authority rec- 
ognizing that plans providing periodic 
benefits of variable dollar amount are pro- 
perly referred to as “annuities.” 

One can’t take too scriously efforts to 
tie the dynamic life insurance business to 
eighteenth century legal definitions—any 
more than one would expect to see eight- 
eenth century definitions of “interstate 
commerce” used to determine whether air- 
planes and television were included. The 
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law of business grows and expands just as 
business grows and expands. 

Dictionary definitions or judicial dicta 
from the past are unreliable as boundary 
lines for dynamic American buisness en- 
terprise. Very recently authoritative dic- 
tionaries defined an airplane as a form of 
aircraft “which is driven through the air 
by a screw propeller.” Perhaps some con- 
servative in the aeronautical field could sug- 
gest, therefore, that a propellerless jet is 
not an airplane; or that a syntheic rubber 
tire can’t be called “rubber” because it isn’t 
“obtained from the milky juice of a trop- 
ical plant.” But the practical world knows 
otherwise. 

State regulation of business has provid- 
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ed flexibility and an opportunity for new, 
forward-looking developments rather than 
rigid conformance to pre-existing patterns. 
The best way for legislation to permit that 
flexibility and opportunity is to cover the 
essentials in somewhat broad and general 
terms without restricting management dis- 
cretion to the point where the law becomes 
a strait jacket. Insurance legislation—va- 
riable annuity legislation included—should 
provide general rules and not try to cover 
every detail. It seems certain that the great- 
est good to the public will be obtained by 
variable annuity legislation and regulation 
that will give the management of each life 
insurance company latitude for responsible 
differences in methods of approach. 


INTERESTING READING: 


AUTO LIABILITY POLICY COVERS 
INSURED’S DEATH 

State Farm Mutual Automobile Ins. Co. 
v. Madison, Ill. App., 136 N.E.2d 533. 


The peculiar wording of an exclusion- 
ary clause in an automobile liability policy 
has resulted in the insurer’s liability for 
the death of the named insured. Named 
insured was riding in the insured automo- 
bile which was being driven by a friend 
with permission at the time of a fatal ac- 
cident. The administrator of named in- 
sured’s estate brought an action against 
the driver but the insurer refused to de- 
fend and sought a declaratory judgment 
as to its liability. 

The policy defined insured as_ the 
named insured and any person using the 
automobile with named insured’s permis- 
sion. An exclusionary clause excepted 
liability in regard “to any obligation for 
which the insured or any company as his 
insurer may be held liable under any work- 
men’s compensation law; or to the insured 
or any member of the family of the insured 
residing in the same household as the in- 
sured.” The Appellate Court of Illinois 
declared that the exclusion clause limited 
liability only in case of claims under the 
Workmen’s Compensation Act, $.H.A. ch. 
48, § 138.1 et seq. Opinion by Feinberg, J. 

*Used with special permission of West Publish- 
ing Company, St. Paul, Minnesota. All republica- 
tion rights are reserved. 


PRENATAL INJURY RULE 
BROADENED 


Hornbuckle v. Plantation Pipe Line Co., 
Ga., 93 S.E.2d 727. 


The Supreme Court of Georgia has 
broadened its rule in regard to pre-natal 
injuries so as to include injuries sustained 
by any foetus. Previously, in Tucker v. 
Howard L. Carmichael & Sons, 65 S.E.2d 
909, the court had permitted a child to 
recover for penatal injuries sustained while 
it was quick. In the instant case an auto- 
mobile accident involving a_ pregnant 
woman occurred about six weeks after con- 
ception. It was alleged that injuries in- 
flicted upon the foetus at this time resulted 
in the child’s being born with a deformed 
right foot, right ankle, and right leg. <A 
majority of the court, speaking through 
Hawkins, J., said, “At what particular 
moment after conception, or at what par- 
ticular period of the prenatal existence of 
the child the injury was inflicted is not 
controlling, for, * * * a child is to be con- 
sidered as in being, from the time of its 
conception * * *”, Almand, J., dissented. 


BLOOD SAMPLE TAKEN FROM 
DECEASED ADMISSABLE 


Fretz v. Anderson, Utah, 300 P.2d 642. 


The fact that a blood sample was taken 
from the body of deceased without consent 
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of his relatives, while it may be the basis 
of a civil suit, does not render the evidence 
so obtained inadmissible in the opinion of 
the Supreme Court of Utah. 

Deceased’s automobile was found over- 
turned on the highway by a truck driver. 
Before the truck driver could put out ade- 
quate warning signals, plaintiff collided 
with the overturned vehicle. Deceased was 
dead when help got to him. A blood sam- 
ple was taken and allegedly shown that 
he had been “intoxicated to the extent of 
confusion.” 

In an action to recover from decedent’s 
estate for injuries arising out of the col- 
lision, the administrator objected to testi- 
mony regarding the blood sample. On 
this phase of the case, the majority of the 
Supreme Court, speaking through Chief 
Justice McDonough, said that the evidence 
was admissible and pointed out that the 
right of privacy is a personal one which 
dies with the person to whom it is of value 
and cannot be claimed by his estate or his 
next-of-kin. 

The court also took this occasion to an- 
nounce its ruling concerning the applicabil- 
ity of the survival statute in death cases. It 
noted that the statute provides that a cause 
of action shall not abate upon the death of 
the wrongdoer and concluded that the 
cause of action, therefore, could not arise 
at a time beyond the life of the tortfeasor. 
Since evidence had not been adduced as 
to the time of death of deceased, a new 
trial was ordered so that the parties might 
litigate the question as to whether deceased 
was dead at the time of the collision, in 
which case the action would not survive, 
or had died in the collision or shortly there- 
after. 


WIFE’S LOSS OF CONSORTIUM 
RECOGNIZED 


Acuff v. Schmit, lowa, 78 N.W.2d 480. 


The Iowa Supreme Court has announced 
that “ consortium” is a valuable property 
right and that either husband or wife may 
recover for its loss. The court recognized 


that the weight of authority was against 
permitting a wife to recover for loss of 
consortium but was of the opinion that 
the modern concept of a married woman’s 
status made the reasoning of contrary 
opinions obsolete and required the adoption 
of the logic advanced in Hitaffer v. Argon- 
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ne Co., 87 U.S.App.D.C. 57, 183 F.2d 
811. Opinion by Hays, J., Thompson, C. 
J., and Oliver, Peterson and Wennerstrum, 
JJ., dissented. 


POKER PLAYER RECOVERS FROM 
BUILDING OWNER FOR FALL 


Shiroma vy. Itano, Il.App., 135 N.E.2d 
123. 


The law is well established in Illinois 
that a negligent landlord is liable to an 
invitee who is lawfully upon the premises 
for injuries resulting from the landlord’s 
negligence. Stressing the necessity for the 
invitee’s entry to be lawful, the landlord 
in a recent case has sought to avoid liabil- 
ity for injuries allegedly resulting from an 
improperly lighted common stairway. The 
landlord claimed that since the injured per- 
son was on the premises at the invitation of 
the tenant for the purpose of participat- 
ing in a poker game, he was not lawfully 
on the premises and therefore recovery was 
barred. 

The appellate court, in an opinion by 
Judge Robson, concluded that “* * * the 
plaintiff was lawfully present on the de- 
fendants’ premises, and that his unlawful 
conduct thereon, being unrelated to the 
manner in which he received his injuries, 
was an insufficient basis to deprive him of 
his civil rights against a negligent defend- 
ant.” 


COUNTERCLAIMS DISREGARDED IN 
DETERMINING JURISDICTIONAL 
AMOUNT 


Ingram vy. Sterling, U.S.D.C.W.D.Ark., 
141 F.Supp. 786. 


The court which first announced that 
counterclaims could be considered in. de- 
termining whether the jurisdictional 
amount existed for removal purposes where 
the counterclaim was compulsory under 
state law has now joined the opponents to 
such rule. The United States District 
Court for the Western District of Arkansas, 
John E. Miller, J., in overruling its decision 
in Wheatley v. Martin, 62 F.Supp. 109, ac- 
knowledged that the effect of its prior hold- 
ing was to permit state law to determine 
the right of removal and agreed that this 
should be a matter of federal law. 
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An Analysis of Diagnostic Aids for Detection of Disc Injuries, 
Fractures of the Long Bones and Related Neurological 
Injuries, Including Injuries to the Heart* 


Taytor H. Cox, Chairman, Knoxville, Tennessee 


Hucu E. Ricueson, Baltimore, Maryland 
VANCE V. VAUGHAN, Brentwood, Maryland 
Oscar A. STEPHENS, Youngstown, Ohio 


AN ANALYSIS OF DIAGNOSTIC AIDS FOR DETECTION OF DISC INJURIES. 


“RUPTURED DISC”, as it is com- 

monly called, is a term with which 
the general public is today familiar. To 
the layman, however, the term is rather 
vague. The condition referred to is more 
commonly described by the medical pro- 
fession as: “The herniation of the nu- 
cleus polypus through the annulus fi- 
brosus,” resulting in pressure against 
the nerve roots in the spinal canal and 
causing pain which radiates to the ex- 
tremities. Certain characteristic symp- 
toms present in disc injuries are also 
found in other diseases. 

The general aspects of the subject have 
been studied and written about by many 
able men in both the medical and legal 
professions. Justice to such an important 
theme, as it applies to the insurance in- 
dustry, would require much research as 
well as lengthy and detailed observation 
by anyone undertaking such study. No 
attempt will be made here to consider all 
the diagnostic aids which medical peo- 
ple use, but the ones which will be dis- 
cussed will be limited primarily to the 
lower spine and are those encountered 
most frequently by claim men. 

Four categories seem pertinent 
will, accordingly, be discussed briefly. 


and 


I. HISTORY. 


A. Stress or strain applied to vertebral 
column. 


1. A single outstanding injury. 


*Prepared by a subcommittee of the Casualty 
Insurance Committee with assistance and sugges- 
tions by members of the Knoxville (Tennessee) 
\cademy of Medicine. 


2. Repeated injuries of varying degrees 
of severity. 
3. No history of injury. 


In all litigated cases, there is most cer- 
tainly a history of initial injury or ag- 
gravation. It is important to note that in 
those cases wherein litigation is not in- 
volved or where claim for compensation 
is not an issue, a considerable number 
of herniated discs in the lower lumbar 
region are encountered without any spec- 
ific history of injury. 


I]. COMPLAINTS. 


A. Low backache—usually mid-line. 

B. Unilateral sciatic pain (occasionally 
bilateral). 

C. Pain at night which interferes with 
sleep. 

D. Accentuation of pain on coughing, 
sneezing, etc. 

E. Paresthesia. 

F. Variability or intermittence of symp- 
toms. 


Of these, it has been found that more 
attention is paid to unilateral sciatic pain, 
accentuation of pain on coughing, sneez- 
ing, etc., and the variability or intermit- 
tence of symptoms. Low backache can 
come from any number of conditions as 
can pain in the back which interferes 
with sleep. A true paresthesia or numb- 
ness of an extremity or part thereof is 
of importance in locating the disc injury 
but is not always a common complaint 
until rather late after nerve pressure has 
been present for some time. 
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II]. PHYSICAL EXAMINATION. 


. Tender spine—interlaminal tender- 
ness. 
. Muscle spasms. 
. Spine stiffness. 
. Positive Laseque sign (straight-leg 
raising test). 
E. Diminished or absent ankle reflex 
on the affected side. 
F. Reduction in lumbar lordosis. 
G. Naffziger sign positive. 
H. Muscle wasting (leg on affected 
side). 
I. Tilt of spine. 
J. Sciatic nerve tenderness. 


omen) > 


On physical examination, most of the 
conditions listed can be found in low- 
back conditions other than ruptured discs. 
The possible exception is the dimished 
or absent ankle reflex on the affected 
side. The others are suggestive of disc 
injury in the lower lumbar region but 
may or may not be present. 


IV. OTHER AIDS. 


A. X-Ray findings. 
B. Myelograms. 


C. Discograms. 


These aids are probably the most posi- 
tive in detecting disc injuries. It must 
be remembered that roentgenologists dif- 
fer in their interpretations of X-ray find- 
ings. Many interpret any slight differ- 
ence in the size of the intervertebral space 
as evidence of possible disc injury while 
others, equally well qualified, consider 
them of no particular importance. It is 
felt that diminished disc spaces in the or- 
dinary lateral X-rays are of importance 
in the older age groups and may rep- 
resent, and probably do, degenerated 
discs. Myelograms are of great import- 
ance where a definite defect is shown if 
they are positive. Discograms have not, 


to date, come into too widely a general 
acceptance by 


the medical profession. 
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When positive, they are of considerable 
value. 


Despite these disgnostic aids, it some- 
times happens that the diagnosis of rup- 
tured disc is found to be erroneous. Sev- 
eral such cases have come to our atten- 
tion. One in particular involved a wom- 
an engaged in sales work who slipped 
from the bottom rung of a latter, land- 
ing squarely on both feet. A pain in the 
low back, which developed following this 
incident, was disregarded by the patient 
because she was suffering from a cold at 
the time. As a result, she did not seek 
proper medical attention for several 
months. When the case was presented 
as a compensation claim, she was exam- 
ined by an orthopedic surgeon. He disg- 
nosed the case as a low-back strain. Dis- 
satisfied with this diagnosis, the claimant 
consulted her own orthopedic surgeon 
who made a diagnosis of ruptured disc. 
She then was examined by another or- 
thopedic surgeon for the carrier who veri- 
fied the diagnosis of low-back strain of 
the first orthopedic surgeon. She then 
consulted a neuro-surgeon who made the 
diagnosis of ruptured disc. Following sev- 
eral periods of hospitalization, during 
which she was given all types of conser- 
vative treatment for a disc injury, she un- 
derwent surgery which was performed by 
the orthopedic and neuro-surgeon whom 
she had consulted. At a hearing before 
the industrial commission, the operating 
surgeons admitted that they had found 
no evidence of a ruptured disc. They 
had, however, fused the spine at the site 
of the operation. As a result, what had 
apparently been a low-back strain or mus- 
cular involvement became a case of per- 
manent-total disability. 


The subject of disc injuries is controv- 
ersial indeed. Ranking medical men, as 
is indicated in the above case, may honest- 
ly differ in their findings from the be- 
fore-mentioned diagnostic aids. We, as 
insurance lawyers, believe that we pay for 
many alleged disc injuries which are 
nothing more than the lumbago of a pre- 
vious generation. We also believe that 
they vary in degree with the individual 
involved. In that respect, the Septem- 
ber 15, 1956 issue of the SATURDAY 
EVENING POST carried a very interest- 
ing article by world champion boxer, 
Rocky Marciano. 





‘Y 


January, 1957 


INSURANCE COUNSEL JOURNAL 


Page 27 


FRACTURES OF THE LONG BONES AND RELATED NEUROLOGICAL 
INJURIES. 


Fractures of the bones of the legs and 
arms are commonplace, and usually dis- 
abling for a short period of time unless 
we have complications, one of which may 
be due to nerve injuries. These usually 
can be ascertained initially at the time of 
examination, before any medical care is 
given to the patient. We feel that this 
examination is very important regarding 
nerve injuries. 

In discussing nerve injuries in regard 
to the lower extremities, the most impor- 
tant one, of course, is the large sciatic 
nerve, which makes its origin from the 
anterior primary division of the fourth 
and fifth lumbar and first and second 
sacral nerves. At its upper end, the nerve 
is quite large, approximately one-half 
inch in diameter, and it passes out of the 
pelvic cavity, through the greater sciatic 
foramen just behind the hip joint in the 
posterior aspect in the gluteal region. It 
is of tremendous strength in this region, 
and takes approximately one hundred 
eighty-nine pounds of force pull before 
it will cause a disruption of its fibres. 


Injuries to this nerve are most com- 
monly associated with posterior disloca- 
tions of the hip joint, with or without 
fracture of the acetabulum. Thus it may 
be severed or contused by such an injury. 
If severance of the nerve is_ present, 
there is an immediate loss of function of 
the area supplied by this nerve distal to 
the injured point. In a contusion, if the 
contusion is severe, it will act the same 
as a severance of the nerve, but in most 
instances will regerenate without any sur- 
gical repair. 

This nerve may also be injured in the 
mid-thigh region, by direct contact with 
the sharp edges of a femoral shaft frac- 
ture, or in badly comminuted fractures of 
the femur, just above the knee joint. In 
this region the nerve itself is in the re- 
gion of the bifurcation, or where the 
nerve divides and sends branches poster- 
iorly across the knee, and laterally across 
the knee. These, we feel, are the most 
common areas of injuries to the sciatic 
nerve, although injury can occur almost 
at any point where the nerve is running 
close to the bone itself. 


Injuries below the knee are less com- 
mon than the ones above the knee, but 
contusion or laceration of the major 
nerves may be associated with serious in- 
jury at any point on the leg, and such 
an injury may be ascertained by clinical 
examination. It must always be remem- 
bered that the sciatic nerve, as well as 
being one that innervates muscles, is also 
very important in the sensation of the 
extremity. Loss of sensation, with inter- 
ruption of the nerve, is very important 
regarding the disability. 

After it has been determined that there 
is a true severance of the sciatic nerve 
in its path, surgical repair of course is 
indicated and is done. The ends of the 
nerve are sutured together, and there is 
a very slow return or regeneration of the 
nerve after surgical repair. It is thought 
by average there is one centimeter reg- 
eneration per month, beginning at the 
site of the injury, running downward. 
Therefore, a high injury to this nerve 
would be much longer showing regenera- 
tion. 

During the process of recovery, either 
from a contused or lacerated nerve, treat- 
ment is indicated. The area that is para- 
lyzed of course, is braced with braces to 
keep the extremity in an optimal func- 
tional position, and fixed where the 
patient can still walk, even though there 
is paralysis present. Other treatment is 
formal physical therapy, consisting of 
muscular stimulations, whirlpool baths 
and frequent examinations to determine 
the return of the nerve. Therefore, the 
overall care of the patient aims at getting 
as little disability from a nerve injury as 
possible. 

In defending claims based on the above 
discussion, we recommend the following:— 

1. Disability evaluation by an expert, 
with determination of the exact level of 
nerve injury. This will help in estimat- 
ing the period of disability. 

2. A definite statement by the expert 
concerning the degree of injury to the 
nerve, whether it has been lacerated or 
merely contused. 

3. After the exact level and degree of 
nerve injury has been ascertained, the 
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functional result should be recorded; thus 
paralysis of muscles and skin areas sup- 
plied by the injured nerve must be pro- 
perly evaluated and recorded. 

In discussing injuries to the upper ex- 
tremities, there are three main nerves 
that may be affected; the median, the 
ulnar and musculospiral are radial nerves, 
and in reference to injuries to any of 
these nerves, we recommend the follow- 
ing:— 

All of these nerves have their origin 
in the brachial plexus, which lies between 
the neck and the shoulder, beneath the 
clavicle or collar bone. The brachial 
plexus itself is formed from nerves run- 
ning from the cervical region of the 
spinal cord down to the plexus. 


In taking these nerves individually, the 
ulnar nerve passes down the arm on the 
medial, or inner side of the arm, across 
the elbow, where it passes posteriorly and 
enters the forearm. In passing, the nerve 
gives off no branches in the upper arm. 
To the forearm this nerve supplies what 
is known as the flexor carpiulnaris, and 
a portion of the flexor digitorum pro- 
fundus, therefore, injuries from the bra- 
chial plexus, down to the innervation of 
these muscles, will cause some disruption 
of function of these muscles. It passes 
on down the forearm, between the mus- 
cle bellies on the ulnar side of the fore- 
arm, and supplies sensation to the little 
finger and a portion of the fourth finger 
next to the little finger. In the hand 
this nerve supplies most of the intrinsic 
muscles of the hand, with the exception 
of the thumb, and it supplies a portion 
of the intrinsic muscle of the thumb, the 
median nerve supplying the other por- 
tion. Therefore, any paralytic defect or 
injury to the nerve at any level proximal 
to the hand will amount to disability to 
the intricate function of the hand, which 
is a very important function. 

In regard to treatment, this again is 
similar to that of the treatment of the 
sciatic nerve, consisting, if the nerve is 
severed, of suturing of the nerve, and if 
it is merely contused, daily physical 
therapy, consisting of muscle stimulation, 
whirlpool baths and proper splinting of 
the hand. Physical therapy treatment is 
most important and cannot be overstres- 
sed regarding nerve injuries. 

Regarding the disability, of course we 
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feel the relationship of the type of work 
or use of the hand that is required for 
the patient is very important, as one do- 
ing delicate, intricate movements of the 
hand may be lost to certain degrees, but 
one that does not have to do delicate, in- 
tricate work with the hand of course 
would not be so disabled. 

Second, the median nerve, which again 
as stated above, takes origin from the 
brachial plexus. This nerve passes down 
the upper arm on the medial side, or in- 
nerside of the arm to the elbow. It 
passes directly in front of the elbow, and 
descends down the forearm between the 
superficial and deep layers of muscle. At 
the wrist joint this nerve is particularly 
superficial, and can almost be palpated 
with the finger. The median nerve is a 
very important nerve, as it innervates 
most of the flexors of the wrist and of 
the fingers of the hand. Therefore, in- 
juries to this nerve would result in para- 
lysis of the flexor mechanism of the wrist 
and hand and interfere with the impor- 
tant functions of “pinch and grasp.” It 
also innervates the flexor of the thumb, 
and again the patient would lose the abil- 
ity to bring the thumb across the hand 
or flex this digit in any respect. It also 
helps the ulnar nerve in innervation of 
some of the intrinsic muscles of the hand, 
particularly the thumb. Again, injuries 
to this nerve would result in a disability 
of the hand as well as of the entire fore- 
arm and flexor powers of the fingers, los- 
ing the intricate mechanism of the fin- 
gers. This nerve also supplies the sensa- 
tion to certain areas of the hand and fin- 
gers. This is very important in regard 
to a disability of a hand, because one that 
has loss of sensation, of course, is a hand 
that is disabled to a certain degree. 

The two most common areas of in- 
juries to this nerve are:— 

1. At the elbow, as a result of a supra- 
condylar fracture, just proximal to the el- 
bow joint, the proximal fragment imping- 
ing on the nerve trunk. 

2. Injuries to the median nerve at the 
wrist joint, where it lies quite superficial. 
Lacerations, cuts or fractures can many 
times injure the nerve in this region. 

The third and last nerve of any im- 
portance to the upper extremity is the 
radial nerve, or the musculospiral nerve. 
This too has its origin from the brachial 





January, 1957 


plexus. This nerve takes a peculiar course, 
in that it runs backward and runs in a 
grove of the humerus, obliquely down- 
ward, posteriorly and laterally to the 
front of the elbow joint. It is at this 
region that fractures of the humerous, not 
infrequent, result in injuries to the nerve, 
because of the nerve lying in close prox- 
imity to the shaft of the bone. After 
reaching the front of the elbow this nerve 
bifurcates, and sends one main _ branch 
between the radius and ulna to the dor- 
sum of the forearm, and it is in this re- 
gion that it innervates most of the dor- 
sal extensors of the hand and fingers. It 
also supplies sensation in this region of 
the forearm and hand. The other branch 
traverses the front of the forearm on the 
radial side to the wrist joint, and it is 
superficial again at the wrist joint. In- 
juries to this nerve of course will result 
in paralysis or disability, particularly the 
extensors of the wrist and extensors of the 
fingers of the hand. Lost of sensation is 
of course important to the hand and 
lingers. 


The most common points of injury to 
this nerve after it passes the elbow joint 
is one where it goes between the radius 
and ulna, and almost encircles the radius 
about two finger lengths below the head 
of the radius. Fractures in this region 
can cause injury to this branch of the 
radial nerve, and result in paralysis of 
the dorsal extensors of the wrist and fin- 
gers. The one that traverses in front of 
the forearm to the wrist most commonly 
is injured at the wrist joint, because of 
its superficial aspect and close proximity 
to the radius. All in all, one should per- 
form a complete neurological examina- 
tion of an extremity if there is evidence 
of nerve injuries. A complete detailed 
muscle examination, including muscle 
groups of each nerve innervation is im- 
portant, also the level of paralysis, if any 
is present. Determining the loss of sen- 
sation and the pattern of sensory loss is 
important in the hand and forearm. After 
this has been determined, it should be 
determined whether it is merely contused 
or lacerated and if laceration is present, 
then of course, surgical repair is neces- 
sary. This, like the other nerves, is very 
slow in its regenerative power, and has 
about the same length of time, which is 
approximately one centimeter per month. 
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The treatment after this would consist 
of bracing of the arm in an optimal us- 
able position, along with physical therapy 
and muscle stimulating machines. This 
will prevent, as much as possible, atrophy 
that will occur with nerve injuries, and 
the splinting also keeps the joints from 
becoming stiff, and if the nerve regener- 
ates there will be less disability. 

In conclusion, we again recommend the 
following to be ascertained:— 

1. Has the proper test been made by 
an expert, to ascertain the level of the 
nerve injury? 

2. Was it necessary for surgery to be 
performed? 

3. The exact determination of loss of 
muscle power to the hand and forearm. 

4. Degree of trophic changes occuring 
in the skin, due to sensory loss—thus an 
added disability. 

5. The time element of the return of 
the nerve. 

6. The determination of the exact 
amount of the nerve function that has 
returned, this being based on office visits, 
for a complete evaluation in the extent 
of recovery. 

Sometimes this requires special exam- 
inations of muscle stimulators and de- 
tailed sensory examinations. It must be 
stressed that it is important to have the 
full co-operation of the patient during 
this treatment and waiting for the maxi- 
mum return of the nerve itself. 

In a general conclusion of nerve in- 
juries to extremities, we feel that a de- 
tailed report is important, and should in- 
clude:— 

1. A good history of the injury, and 
in most instances getting a detailed de- 
scription of the exact cause of the frac- 
ture. 

2. Was the fracture due to a shearing 
force that caused the bone to break, ram- 
ming it against a nerve, or was it due to 
a blow that may have contused the nerve. 

After such a detailed history has been 
obtained, a detailed examination of the 
patient is most important, and should be 
recorded in the patient's file. This ex- 
amination should be made before any 
medical treatment has been given. It 
should include any neurological injuries 
and the extent of the injuries. If it is 
at all possible, the level of the nerve in- 
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jury is, of course, of great importance, 
and this will give the paralysis that is to 
be expected below the site of the injury 
and loss of sensation. Then it should be 
recorded whether this was a severed or 
contused nerve, in the opinion of the at- 
tending physician, and whether it was re- 
quired to have an exploration of the 
nerve or a nerve was required to be su- 
tured. 

All of these are important because of 
the lengthy disability that is to be expect- 
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ed in one that is severed, requiring sur- 
gical repair. It should be recorded on 
the patient’s progress if any return of 
function is occurring on the repeated ex- 
aminations, how much is returning and 
approximately how rapidly it is improv- 
ing. All of these can be made by muscle 
examination and sensory examination. It 
should be recorded also, the type of treat- 
ment post-operatively given the patient, 
which would consist of bracing and for- 
mal type of physical therapy. 


AN ANALYSIS OF DIAGNOSTIC AIDS FOR DETECTION OF INJURIES TO 
THE HEART. 


Trauma which affects the heart may be 
direct or indirect. Signs of cardiac in- 
jury may be evident on superficial exam- 
ination or so obscure that all recognized 
methods of cardiac examination, such as 
a careful and thorough history, physical 
examination, electrocardiography and X- 
ray studies, must be utilized. Too often, 
especially in  non-penetrating injuries, 
whether fatal or not, there is speculation 
and dispute. Most sudden and unexpect- 
ed deaths are caused by disease rather 
than trauma. 

Trauma that damages the heart mu- 
scle (myocardium) may be: (1) a penetrat- 
ing lesion, as in a stab wound or by a 
broken rib, (2) crushing injury, as in an 
automobile accident, including steering 
wheel injury, (3) a blow on the chest, (4) 
strain of a very unusual effort, as in a 
wrench to prevent falling. The muscle 
may be bruised, torn or ruptured. There 
may be no clinical evidence whatsoever, 
or may be an increasing array of symp- 
toms and signs (including abnormal elec- 
trocardiograms and X-ray records) term- 
inating in rapid death, in from a few sec- 
onds to several hours, after a single blow, 
or in death from congestive heart failure 
hours, days or weeks after a cardiac in- 
jury. 

Cardiac damage from chest wall or non- 
penetrating injury is very rare, and any 
violence great enough to reach the heart 
from impaction of the chest wall would 
almost of necessity induce a_ fracture, 
pleurisy, pneumonia or lacerations. Blows 
directly over the heart are capable of in- 
ducing symptoms of cardio-respiratory 
collapse and shock of all degrees. A con- 


tusion of the heart by violent impact can 
occur, as when striking the steering wheel, 
and signs of shock usually appear; later 
tachycardio is often evident. 

How common, slight myocardial 
bruises occur, we do not know. However, 
one may state with assurance that a bruise 
of the heart muscle that is too slight to 
cause characteristic signs or symptoms 
(including newly acquired cardiac en- 
largement as shown by X-ray or electro- 
cardiographic anomalies) other than those 
of neuro-circulatory asthenia or cardiac 
neurosis, may be dismissed as wholly un- 
important or non-existent. In any surviv- 
ing case, without known pre-existing 
heart disease, electro-cardiographic  evi- 
dence is of prime importance; the Q.-R.-S. 
and T. waves indicating, as they also do in 
myocardial infarction, the extent and site 
of the injury. X-ray evidence is also help- 
ful. 

Thus the post-traumatic abnormalities 
as found in the electro-cardiograms, blood 
pressure and X-rays, all are indicative of 
the degree of functional derangement. 
They are disorders of rhythm, some un- 
important and some serious. The Q.-R.-S. 
and T. waves changes, if present, are im- 
portant; also significant is the fall in ar- 
terial blood pressure and rise in the ven- 
ous pressure following the trauma, with 
a gradual return to normal in non-fatal 
cases. Where the injury (commotio cor- 
dis) was of more than mild degree, the 
X-rays may show an acute enlargement 
(dilation). The _  electrocardiographic, 
blood pressure and X-ray changes parallel 
each other closely in degree, and they will 
vary in extent, with the severity of the 
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trauma. In short, the persistence of the 
effects, as seen on electrocardiograms and 
X-ray pictures varies with the severity of 
the original trauma and the degree of the 
early post-traumatic signs; and a consider- 
ably dilated heart tends to remain per- 
manently dilated. 

As for the pathology, in older myocar- 
dial lesions, there are no means of distin- 
guishing objectively between contusion 
and infarction, the scars are frequently 
identical, and the presumptive nature 
must be determined by the history rather 
than by post-mortem examinaiton. 

Trauma in Coronary Disease and 
Thrombosis: Can trauma or strain cause 
coronary disease which is atherosclerosis 
in probably 99% of the cases? There is 
no indication it can. 

Trauma or strain can _ precipitate 
thrombosis in a coronary vessel that is 
already atherosclerotic, in infrequent 
cases. If in a few minutes, a few hours, 
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or a day or two after some fall, or blow 
or other physical strain, typical coronary 
occulsion sets in, there is a direct rela- 
tionship between the trauma and _ the 
coronary thrombosis. It may be merely 
a coincidence but it has happened fre- 
quently enough to make coincidence un- 
likely in the majority of such cases. A 
long interval should rule out their rela- 
tionship; arbitrarily, one may set this in- 
terval at several days, certainly not more 
than one week. However, the interval 
may be extended to two weeks in cases 
in which coronary thrombosis follows a 
severe injury, but even in such cases, 
coronary thrombosis that appears more 
than two weeks later had better be re- 
garded as a coincidence. Thus the ma- 
jority of cases of coronary thrombosis are 
not due to trauma, but, in a very small 
but definite minority, trauma sets off the 
train of events which result in coronary 
occlusion. 


Techniques of Auditing Fire Loss Insurance Claims* 


James W. KinveLan, C. P. A. 
Miami, Florida 


ECAUSE a certified public accountant 

is asked to verify fire loss insurance 
claims only when possible arson, fraud, 
grossly inflated claims, or the likelihood 
of a law suit is indicated, he is often faced 
with particularly difficult verification 
problems. 

In practice, claims on building and 
equipment losses can usually be settled by 
an insurance company adjuster. When- 
ever other factors (such as merchandise 
losses) are involved, however, verification 
by an independent accountant is often 
required. 

In such cases, the probability that the 
accountant’s testimony will be required 
in a law suit makes staff assignments par- 
ticularly important. In the first place, 
the man in charge—who should be certi- 
fied—must maintain constant supervision 
in order to strengthen his testimony. Sec- 
ond, since the audit approach differs 


*Reprinted by permission from the Journal of 
Accountancy; submitted by Fire and Inland Ma- 
rine Insurance Committee. 


greatly from the balance-sheet type of ex- 
amination, he should also have consider- 
able imagination as well as ability. 

In each case, the examination itself is 
preceeded by a discussion with the insur- 
ance company adjuster of the terms of 
the policy and the details of the claim. 
This acquaints the CPA with the adjust- 
er’s doubts or suspicions and the prob- 
lems involved in settling the particular 
claim. 

This is followed by a visit to the fire 
location, a preliminary conference with 
the assured and his representative, and a 
review of the available books and records. 
An over-all look at the assured’s account- 
ing procedures is necessary to determine 
the reliability of the values shown on the 
general ledger and in the claim. 

When the accounting books and rec- 
ords have been partly or totally destroyed 
in the fire, an adjuster often greets the 
claim with suspicion. That this suspicion 
can be justified was established in one loss 
case when the adjuster and a fire depart- 
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ment captain noticed the partially burned 
accounting records amid the debris on the 
fire premises. We received a hurry-up call 
from the adjuster and made an immed- 
iate audit of the records before they were 
returned to the assured. It is well that 
we did, because arson was suspected and 
our audit report helped materially in es- 
tablishing the motive. The assured was 
convicted of attempting to defraud the 
insurance company. Apparently he was 
too optimistic and in too much of a hurry, 
as he had increased his insurance cover- 
age to over $30,000 just a few days be- 
fore the fire, though our computations 
indicated an inventory value of only 
$10,000. 


Reconstruction of Inventory 


When the general accounting records 
are not available we base a reconstruc- 
tion of sales on bank deposits. We usually 
adopt the basic assumption that all de- 
posits arose from sales or collections of re- 
ceivables. We then deduct all items that 
can be specifically identified as bank 
loans, capital investments, expense re- 
funds, and other nonsale proceeds. Pur- 
chases are identified by an analysis of 
photostatic copies of cancelled checks se- 
cured from the banks. We also request 
duplicate invoices and/or monthly state- 
ments from suppliers. 

One assured apparently had either a 
change of heart or some frank advice 
from his attorney. After we had recon- 
structed his inventory by using the meth- 
od outlined above, he suddenly discover- 
ed that the general ledger and cash jour- 
nal had not been destroyed but merely 
misplaced. (Incidentally, our computed 
inventory was substantially the same as 
the ledger amount.) 


Reliance on Audit Report 


In another recent assignment, the gen- 
eral ledger and cash journals were avail- 
able, but the detailed sales and inventory 
records had been burned. The claim 


covered foods packaged and sold by the 
assured. Since the fire occurred about six 
months after the end of the assured’s fis- 
cal year, the problem was to reconstruct 
the inventory by starting with the psy- 
sical count at the end of the previous fis- 
cal year, then adding purchases based on 
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duplicate invoices secured from suppliers, 
and deducting food sold by application 
of a gross profit percentage to sales. The 
percentage used was taken from the as- 
sured’s audit report for the immediately 
preceding year, and sales were compiled 
from bank deposits and the increase in 
accounts receivable. Fortunately, the as- 
sured had a CPA whose audit report pro- 
vided a reliable beginning point and who 
aided us materially in computing the in- 
ventory value at the date of the fire. 
Our experience has been that, when 
the assured is represented by an account- 
ing firm, there is less difficulty in reach- 
ing a settlement. Conversely, the more 
difficult cases—and_ particularly — those 
which get to the law-suit stage—are usual- 
ly those where the assured has only his 
bookkeeper looking after his interests. 


Disclaimer of Previous Opinion 


One of the basic decisions we must 
make is the degree of reliance we can 
place in audit reports prepard by the as- 
sured’s CPA firm for periods prior to the 
fire loss. Ordinarily, a report with an 
unqualified opinion provides an excellent 
Starting point for our examination. How- 
ever, if there is a qualification relating to 
inventory, or if there is the disclaimer of 
an opinion, our decision is not so simple. 
The importance of Statement on Audit- 
ing Procedure No. 23 and its proper ap- 
plication is especially emphasized in this 
type of audit work. 


Destruction of Inventory Cards 


In one case which went to court, the 
question of whether or not records were 
destroyed played a decisive role. The as- 
sured claimed that its perpetual inventory 
card files had been destroyed. These 
files were of unusual importance since 
this inventory was subject to obsolescence 
due to abrupt changes in customer de- 
mands. The inventory cards, with their 
record of sales by individual items, would 
have provided a sound basis for determin- 
ing which items had only a serap value 
and which were worth replacement cost. 

We had an indication that these records 
had not been destroyed, and that the fil- 
ing cabinet had been sent to a branch of- 
fice for possible use. At our request, the 
assured’s bookkeeper wrote to the branch 
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and the reply stated that the files had 
been received at the branch but had sub- 
sequently been discarded as they were not 
adaptable for us as a branch record. 


During our testimony, we identified the 
reply from the branch when it was intro- 
duced as evidence, and the insurance com- 
pany lawyer was thus able to offset the 
assured’s statements that the inventory 
cards had been destroyed in the fire. The 
jury decision in this case was in favor of 
the insurance company. 


Valuation of Inventory 


One of the most interesting features in 
settling a claim involves valuation of the 
inventory. While most of our audit work 
is intended to establish the original cost 
of the merchandise destroyed, consid- 
eration must also be given to replace- 
ment cost, realizable values, and other 
factors. The assured’s loss is measured by 
the value of the assets covered by his 
policy at the date of the fire. Interpreta- 
tion of the word “value” and determina- 
tion of the value in each specific case 
poses many problems. The solution 
arises from a compromise settlement be- 
tween the adjuster and the assured, with 
a law suit as the alternative. The policy 
usually gives the insurance company the 
option of making a cash payment to the 
assured or replacing the destroyed assets. 


Some policies carry a monthly report- 
ing clause under which the assured is re- 
quired to advise the insurance company 
of the value of his insured assets at the 
end of each month. The CPA’s assign- 
ment includes verifying these reported 
values and a reconciliation to the loss 
claim. 

It is interesting to note the variance in 
treatment of certain items for claim com- 
putations as against income-tax classifica- 
tion; for example, freight costs, supplies, 
etc., that may have been charged to ex- 
pense accounts when incurred or pur- 
chased, are included in the inventory on 
hand at the time of the fire. 


The word “value” assumes a different 
connotation when the loss involves prod- 
ucts manufactured by the assured. We 
then have to consider the assured’s cost- 
accounting system with a review of direct 
labor and direct material charges, over- 
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head allocations, transfers to finished 
goods inventory, etc. 

These factors were involved in one loss 
claim in which a local subsidiary manu- 
factured items which were shipped to the 
parent selling company in New York 
City. Here we suggested that the assured 
could argue for inclusion of all expenses 
in manufacturing overhead since the local 
company was solely a production plant. 
We had an additional problem in this in- 
stance since some items in the claim were 
valued at the standard inter-company bill- 
ing rate. However, our review and tests 
indicated that the mark-up used in deter- 
mining the billing rate appeared reason- 
able, particularly in view of the fact that 
the assured included general and admin- 
istrative expenses in the amount of the 
mark-up. 


Co-Insurance Clause 


“Value” takes on new importance when 
the policy has a co-insurance clause. If 
the assured had an inventory in excess of 
the policy amount, it may well be that 
the assured and the adjuster will be nego- 
tiating from directly opposite positions 
from those taken in the usual case. In- 
stead of ascertaining that the inventory 
values are not overstated, the adjuster’s 
outlook may be for a higher total inven- 
tory in order to reduce the percentage of 
the loss to be borne by the insurance 
company. Conversely, the assured might 
be depreciating his total value in order to 
increase his percentage of recovery. How- 
ever, each case must be worked out from 
both positions since other factors must 
be taken into account (such as whether 
the loss was partial or total and whether 
loss determination can be made independ- 
ently of the total inventory valuation). 


“Blind Buys” 


A more difficult type of inventory on 
which to set a valuation is one in which 
items were purchased as “blind buys.” 
We were called in on a claim arising 
from the loss of surplus airplane parts 
that had been purchased in large lots at 
various U. S. Air Force depots. Most of 
these items had been purchased by bid 
on a certain number of pounds of un- 
identified parts, most of which are still 
crated. Thus, the quantity and nature 
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of the items purchased were unknown 
until the crates were transported to the 
assured’s store and opened. Even then 
the total purchase price was not allocated 
to individual parts. 

The insurance coverage was $30,000 
with no co-insurance clause, and the claim 
was for the full amount of the policy. 
Assured computed his total loss at almost 
$50,000. 

To further complicate the assignment, 
all accounting records were alleged to 
have been destroyed in the fire, and no 
audit reports were available. 

In order to establish a starting point, 
we requested that the assured secure a 
copy of his most recent income-tax return 
from the Bureau of Internal Revenue. 
We then computed the inventory at the 
time of the fire by using the tax-return 
inventory, adding subsequent purchases 
from check photostats, and deducting 
cost-of-items-sold based on bank deposits. 
The result was a computed inventory of 
approximately $15,000. 

The loss claim was settled by the ad- 
juster at substantially below the policy 
amount. The only clue to the wide dif- 
ference between the claimed and the com- 
puted inventory was that the assured had 
apparently been very conservative in his 
valuation of the closing inventory on his 
tax return. 
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Report on Examination 


The final, and possibly the most im- 
portant step in this type of assignment, 
is writing a report on the examination. 
The importance of this report can be 
gauged by the following considerations: 


1. The report is for the benefit of the 
adjuster who is not an accountant. The 
teminology and presentation must be 
comprehensive yet simplified. 

2. Usually, the CPA is not present 
when the settlement is made between the 
assured and the adjuster. This gives the 
adjuster full latitude in carrying out his 
primary responsibility of reaching a set- 
tlement which will be acceptable to the 
insurance company. 

3. The auditor’s report is included as a 
part of the adjuster’s report to his home 
office and thus must support his request 
for approval of the proposed settlement. 


4. In the event of a law suit, the re- 
port will become an exhibit and will be 
available to the opposing lawyers for use 
in cross-examination of the CPA. 

Our practice is to include in our report 
computations of the loss based on the 
various treatments possibly accorded the 
factors in dispute. The adjuster can 
then measure the effect of these disputed 
items and be in a better position to nego- 
tiate a settlement with the assured. 


The Surety As Competing Claimant To Contract Funds* 


R. EMMETT KERRIGAN** 
New Orleans, Louisiana 


UT for the advent of the mechanic's 
lien and the growth of the contractor 
system of construction, there would have 
been no occasion for the execution of con- 
tractor’s bonds, or for the decision in 
Prairie State Bank vy. United States,’ or 
even for this discussion. 
Mechanics’ liens are creatures of late 


*Paper delivered before the Insurance Law Sec- 
tion of the American Bar Association, Dallas, Texas, 
August 28, 1956; published by permission. 

**Member of the firm of Deutsch, Kerrigan & 
Stiles; paper supplied by the Fidelity and Surety 
Law Committee. 

164 U.S. 227 (1896) . 


18th century development with counter- 
parts in more ancient law." In some in- 
stances, the artisan in Roman law, for ex- 
ample, had a claim equivalent to ownership 
in a newly created object." In others, he 
could retain possession of the thing and 


“Sanborn, Lien in IX Encyc. Soc. Sc. 456, 458 
(1933). 

“Specification, or speciem facere, was the mode of 
acquisition by which one who transformed some- 
thing belonging to another became the owner of it 
by incorporating his materials into the new species. 
In this case he was bound to compensate the form- 
er owner for his loss to the extent he, the artisan, 
was enriched. Mackelday, Roman Law, §271 
(Dropsie Ed. 1883). 
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was given the exceptio doli against the own- 
er’s revendication.* The furnisher of 
materials was given comparable protection, 
also calculated to prevent what the an- 
cients considered the owner’s unjust enrich- 
ment.” Out of this concept of unjust en- 
richment and the civil law implied hypo- 
theca, the civil law developed the artisan’s 
and worker’s privilege.* 


The common law evolved the possessory 
lien which was of no value to one who 
furnished labor or materials for immovable 
construction, but until the rise of the 
guilds there was no need for this protection 
because slave labor, feudal serfs or labor 
furnished from monasteries built the edi- 
fices, which were chiefly public or semi- 
public in character. Secular building 
evidenced itself in the Renaissance and 
reached its fruition in the Industrial Re- 
volution. 

When the need for the protection of free 
labor arose in continental Europe, the civil 
law developed its own patterns of protec- 
tion in the form of privileges against real 
property... The British did not supply 
equivalents,’ but early in American history, 
the mechanic’s lien was invented.” 

The first mechanic’s lien law was enacted 
in Maryland in 1791." Its immediate pur- 
pose was to expedite the construction of 
the national capital.” Mechanics’ liens 
soon were made law by statute in all the 
states and the legislation spread into 
Canada. This statutory device has been 
ascribed to American “democratic §sym- 
pathies with the rights of labor”. Actual- 
ly the principle underlying the lien is not 
distinct from that which many years earlier 
provoked an analogous privilege in the 
civil law countries where there was less 
preoccupation with the rights of labor as 
a class or with democratic principles. One 
is inclined to believe that the mechanics’ 
liens, like the civil law privilege, were born 

*Mackleday, Ibid. 

*Tbid. 


“Cf. Police Jury v. Hampton, 5 Mart. N. S. (La.) 
389, 392 (1827), citing Dig., Liv. 50, tit. 17; L. 206; 
ibid, Liv. 3, tit. 5; L. 10, 8, 1; Toullier, Droit Civil 
Francais, vol. 11, tit. 4, cap. 1, no. 49. 

720 Am. & Eng. Encyc. of Law, p. 269. 

‘Domat, The Civil Law in Its Natural Order (tr. 
by Strahan, 1853), vol. 1, Arts. 1742-1745. Sanborn, 
op. cit. supra, 458. 

°20 Am. & Eng. Encyc. of Law, p. 271. 

Sanborn, op. cit. supra, 459. 

"Act of General Assembly of Maryland, passed 
Dec. 19, 1791, reported in 2 Kilty, Laws of Mary- 
land, 1791, Chap. XLV. Sec. X. 

“Tbid. 

“Sanborn, op. cit. supra, 458. 
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of a strong feeling that to leave the materi- 
alman or workman without protection was 
to permit unjust enrichment." 

With the industrial revolution came the 
development of the contract system of con- 
struction which interposed the builder-en- 
trepencur between the workers and the 
owner’s credit. This hurdle was circum- 
vented by allowing the mechanic’s lien to 
attach to the res irrespective of ownership. 
The effect of this arrangement was to make 
the owner the surety of his contractor inso- 
far as his property was given as a guaranty 
that the laborers and materialmen would 
be paid. 

In private construction this was a heavy 
risk and to be rid of it the owner sought 
a substitute surety. To relieve the owner, 
therefore, the system of bonding the con- 
tractor evolved. ‘The bond was two-fold. 
It relieved the owner of his own suretyship 
to the laborers and materialmen and made 
him a subsurety.” It also made him the 
direct obligee on the performance guaran- 
tee. 

In public construction the solution de- 
veloped along slightly different, but es- 
sentially parallel, lines. The government’s 
immunity relieved it of any risk of lien 
claims, per se. Legally isolated from li- 
ability, the United States found itself con- 
strained by a strong moral duty to make 
losing materialmen and laborers whole aft- 
cr a contractor’s default.” Congress was 
subject to “appeals to its generosity to 
make good the losses of those whose labor 
and materials erected public build- 
ings.”"” In the last analysis, therefore, the 
United States, as the Fourth Circuit Court 
of Appeals pointed out in 1896, had a real 
pecuniary interest in securing payment to 
the furnishers of labor and material.” This 
was more than paternal benevolence; it 
had fiscal and political connotations. 

Even before Congress required bonds on 
public construction, it was not uncommon 
for governmental agencies to require per- 

“See, e.g., Restatement, Restitution, §162, and 
comment (a) (1936); 20 Am. & Eng. Encyc. of Law, 
p. 268; United States v. Albert Holman Lumber 
Co., 206 F2d 685, 690, reaff'd on rehearing, 208 
F2d 113 (CA5 1953); In re Taylorcraft Aviation 
Corporation, 168 F2d 808, 811 (CA6 1948); United 
States v. Griffin-Moore Lumber Co., 62 So.2d 589, 
590 (Fla. 1953). 

‘Restatement, Security, §165, Comment, p. 458. 

See Belknap Hardware & Mfg. Co. v. Ohio River 
C. Co., 271 Fed. 144 (CA6 1921); Greenville Sav. 
Bank vs Lawrence, 76 Fed. 545 (CA4 1896). 

“Greenville Sav. Bank v. Lawrence, ibid, 547. 

"Ibid. 
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formance bonds.” In 1888, for example, 
the United States entered into a contract 
with Charles Sundberg & Company for the 
erection of a custom house at Galveston, 
Texas. By the terms of the contract, a 
performance bond was required. One 
Hitchcock furnished it. ‘The United States 
also protected itself by providing that it 
could retain, until final completion and 
performance, one-tenth of the earned pay- 
ments as they became due. 

In February, 1890, the contractor assign- 
ed his final payment to the Prairie State 
Bank. Thereafter he defaulted and Hitch- 
cock completed. A contest then developed 
between the bank and the surety over the 
retained percentages held by the United 
States. 

Under R. S. § 3477 the bank’s assign- 
ment was ineffective against the Govern- 
ment. It was, nevertheless, treated as an 
“equitable lien”. Grasping for juridical 
labels, the court also denominated the 
surety’s interest as an “equitable lien”. 
Since each contender was given the same 
weapon, it may be difficult on a super- 
ficial view to see how one claimant pre- 
vailed over the other. 

There seem to be two predicates for the 
conclusion reached in Prairie State. It is 
popularly recognized that the decision held 
that the surety was subrogated to the own- 
ers’ rights. Since the owner had the right 
by contract to retain ten percent of the 
contract price to secure performance, the 
surety, having performed for the benefit 
of the owner, acquired by subrogation the 
right to withhold the funds. The sub- 
rogated right was held superior to the 
bank’s assignment. ‘Ihe decision of the 
court does not seem to require the identi- 
fication of the surety’s right as an “equit- 
able lien’, and it is to be regretted that 
this terminology was used. 

To a civilian it is incongruous to speak 
of the civil law” doctrine of subrogation 
as giving an “equitable lien”.” In Louisi- 
ana where “equitable liens” are prohibit- 
ed,” the doctrine of subrogation has flour- 
ished. More specifically sureties on build- 
ing contracts in Louisiana have been sub- 


"See United States v. National Surety Co., 92 
Fed. 549, 551 (CA8 1899). 

*Chief Justice White, who wrote the Prairie 
State decision, was a civilian from Louisiana. 

“Civil Law knows neither liens nor equity. Since 
subrogation was adopted into the English system 
through chancery, it is not surprising that it was 
referred to as an equitable doctrine, but it is dif- 
ficult to see how it was converted into a lien. 

“State v. Miller, 169 La. 914, 126 So. 422 (1930). 
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rogated to rights in the funds held by the 
owner without the apparent need of men- 
tioning any lien.” In the last analysis, sub- 
rogation is a formula for acquiring de- 
rivative rights and it needs no equitable 
implementation. 


As for the nature of the rights the surety 
acquires by subrogation, the right of the 
United States in Prairie State was the right 
to withhold retained percentages. This was 
conventional, not equitable in character. 
It was specifically created by provision in 
the building contract. This is the right 
to which the surety was subrogated. 


Under the doctrine of subrogation, the 
civil law, as far back as Roman times, gave 
the surety the right of beneficium ceden- 
darum actionum.* ‘This was a right of a 
surety, as against his principal and his co- 
sureties, to receive an assignment of the 
claim of the creditor and any securities of 
the debtor or other sureties after he had 
paid the debt. Contrary to considerable 
misunderstanding, subrogation invariably 
puts the surety into the position of the 
creditor or obligee; never into the position 
of the debtor.* 


The second and less generally discussed 
ground for the Prairie State decision was 
the recognition of the surety’s independent 
rights as a contracting party, as distinguish- 
ed from his derivative rights. The court 
made it plain that the surety was not just 
a shadow of the contractor but that he had 
independent contractual interests that had 
to be protected. The court discussed at 
length the English and American cases 
holding that a surety is released from his 
obligation if the contract which he secures 


“Claiborne Parish School Board v. Fidelity & 
Deposit Co. of Maryland, 40 F2d 577 (CA5 1930); 
Winkle Terra Cotta Co. v. Butler, 166 La. 241, 117 
So. 134 (1928); R. P. Farnsworth & Co. v. Estrade, 
Cotton & Fricke, 166 So. 160 (La. App. 1936), reh. 
den. 166 So. 676; United States Fidelity & Guaranty 
Co. v. Murphy, 163 So. 724 (La. App. 1935) ; Singer 
Lumber Co. v. Globe Indemnity Co., 161 So. 327 
(La. App. 1935); see La. Civil Code, Arts. 3052, 
3053. 

“Sturges, Suretyship and Guaranty in XIV Encyc. 
Soc. Sc. 482 (1933). As early as 1799 tacit acknowl- 
edgment of the surety’s subrogation to the United 
States rights appears in what is now 31 USC 193. 

“For examples of misapplication see Globe In- 
demnity Co. v. United States, 84 Ct. Cl. 587 (1937), 
cert. den. 302 US 707; Standard Accident Ins. Co. 
v. United States, 97 FS 829 (Ct. Cl. 1951). See 
American Fidelity Co. v. Delaney, 114 FS 702, 711 
(DC Vt. 1953), pointing out that “it is elemental 
that a surety does not assume the shoes of the 
debtor whose performance he assured—rather he 
takes the position of the creditor who has been 
satisfied by the surety.” 
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is modified or changed without his con- 
sent. Referring to the rule that advance 
payments to the contractor by the owner 
changes the specified method and time of 
payment and thus releases the surety, the 
court implied that diversion of the funds 
by the contractor’s assignment, without the 
surety’s consent, was a prohibited change 
in the method of payment and weakened 
the surety’s protection. Since release of the 
surety after he had discharged his obliga- 
tion would have been useless and inequit- 
able to the surety and set a very bad pre- 
cedent for the United States, the court sim- 
ply refused to recognize the diversion inso- 
far as the surety was concerned. 


In this phase of the Prairie State decision 
there may be some justification for speak- 
ing in terms of “equitable liens” to describe 
the roughly developed concept of the 
surety’s independent right. The vagueness 
of the term is consistent with the failure of 
the court to articulate the concept with 
more precision. ‘There was and there still 
is an area for further analysis and exten- 
sion of the concept of the surety’s independ- 
ent right. 

The court said, for example, that the 
retained percentages are held as security 
for the contractor’s performance. This idea 
might have been enlarged to spell out a 
pledge of the retained percentages and 
much of the fuzziness that attaches to the 
term “equitable lien” would have been 
dispelled. “Prairie State did not imple- 
ment its decision this way and up to now 
the subsequent decisions recognize Prairie 
State chiefly as an announcement of the 
surety’s derivative rights.” 

In 1894 Congress enacted the Heard Act 
requiring a payment as well as a perform- 
ance bond for public work.* Similar bonds 
have now become part of the law of all 
the states. At the turn of the century one 
of the bonds furnished under the Heard 


“The contract provision for the retention of 
earned percentages could be considered a pledge 
for the benefit of the owner and the surety. These 
funds are effectively delivered out of the pledgor’s 
control, The owner is pledgee quoad the contrac- 
tor and perhaps third party depositary as to the 
surety. 

“This interpretation is not precluded, however. 
Many cases are strongly suggestive of this pledge 
theory, even if they do not spell it out in precise 
terms, 

“28 Stat. 278 (1894). The Heard Act specifically 
mentioned only the payment obligation, but its 
reference to the “usual penal bond” was _ inter- 
preted to require a performance guarantee as well. 
See United States v. National Surety Co., 92 Fed. 
549, 551 (CA8 1899). 
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Act was considered in the case of Henning- 
sen v. United States Fidelity & Guaranty 
Company.” ‘The building had been com- 
pleted but all laborers and materialmen 
had not been paid. Having satisfied them 
in conformity with its payment bond, the 
surety laid claim to the retained funds in 
the hands of the United States in opposi- 
tion to an assignee bank. 


The assignee bank argued that the Gov- 
ernment, immune to liens, had no reason 
to hold the funds to secure payment of 
laborers and materialmen who had no spe- 
cial rights in the fund to which they could 
subrogate the surety.” Resting on Prairie 
State, Mr. Justice Brewer held the surety’s 

“equity” superior to the assignee because 
the surety’s payment of laborers and mat- 
erialmen released the contractor and the 
Government from “all equitable obliga- 
tions to see that the laborers and material- 
men were paid.” 

Legal forms like art forms belong to 
periods of history. They are not lost with 
time, but the impact of their original mean- 
ing is never as forceful as it was in the cli- 
mate of their own creation. And so as the 
years have passed since Prairie State in 1896 
and Henningsen in 1908, astringents have 
been applied to their traditional doctrine, 
and they have come to be accepted as sort 
of shopworn pieces of legal literature. 

Special factors may have gone into the 
general erosion process. First, Prarie State 
involved a personal surety. Since that time 
personal sureties have been replaced by 
bloodless corporations who exact com- 
pensation for the functions they perform.” 
The habit of attributing inhuman charac- 
teristics to those not human has infected 
the thinking of suretyship law. It is some- 
times difficult in this atmosphere to induce 
courts to recognize that a surety company 
—olten equated with an insurance company 
—has any appealing equities to assert. 

Moreover, the equitable lien itself has 
come into disrepute along with most equit- 
able devices, as such.” It is all too plain 

“908 US 404 (1907). 

“This argument was rejected in Henningsen but, 
by some interpretations, accepted in Munsey, infra 
note 61. 

“208 US 404, 410 (1907). 

“Much has been said on both sides of the ques- 
tion whether a compensated surety is entitled to 
the same treatment as a gratuitous surety. Stearns, 
Law of Suretyship (Elder’s Ed. 5th), Ch. 1, pp. 2 
12, Ch. 5. pp. 89 et seq.; 42 Harv. L. Rev. 838 
(1929); 50 Am. Juris., Suretyship, § 312-323. 

“This is part of the move to destroy equity as a 
separate system. 
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that if a surety speaks his claims in terms 
of “equitable liens”, he has not selected the 
best weapon for the in-fighting. 

The surety’s natural enemies, at this time, 
in the battle for survival are (1) the trustee 
in bankruptcy, (2) the assignee bank, (3) 
the owner who has a claim against the con- 
tractor, and (4) the United States as a tax 
creditor. 

The battle is over the funds in the hands 
of the owner. These funds invariably in- 
clude some part of the retained percentages 
and sometimes a balance due on the pro- 
gress payments. 

Most often the surety’s claim has been 
predicated on his derivative right of sub- 
rogation which is susceptible of bifurca- 
tion into subrogation to the owner’s rights 
or subrogation to the materialman’s right, 
at the surety’s election.“ ‘The surety has 
been most consistently successful when it 
has claimed subrogation to the owner’s 
rights, rather than to those of the laborers 
and materialmen.* On rare occasions the 
surety has relied on the conventional as- 
signment given in the application for the 
bond. 


Trustee in Bankruptcy 


Against the trustee in bankruptcy, or any 
other representative of an insolvent con- 
tractor, the surety has generally prevailed.” 
This is due chiefly to the fact that the 
trustee’s rights are no greater than the 
contractor’s rights. Clearly, a surety, who 


*The surety’s ambidexterity has been eyed with 
some suspicion, but since the surety owes obliga- 
tions in two directions, actually on two triangular 
contracts, this double hazard rightfully yields a 
choice of positions. Restatement, Security, Sec. 165, 
comment (a). There is no inconsistency in claim- 
ing subrogation to the owner’s and the material- 
man’s rights simultaneously. 43 Yale Law J. 1135, 
1141. 

“If the materialmen have not perfected a lien or 
in a rare case have been held to have no lien as 
against government property, the right they trans- 
mit is of dubious and uncertain quality. Sundheim 
v. School Dist., 311 Penn. 90, 166 A 365 (1933) ; 
First National Bank v. Monroe County, 131 Miss. 
828, 95 So. 726 (1923); Northwestern National Bank 
v. Guardian Casualty & G. Co., 93 Wash. 635, 161 
Pac. 473 (1916). See Note 108 showing weight of 
authority to be that materialmen have an equitable 
lien on governmental property. 

“Hartford Accident & Indemnity Co. v. Coggin, 
78 F2d 471 (CA4 1935); Street v. Pacific Indemnity 
Co., 79 F2d 68 (CA9 1935), cert. den. 297 US 718; 
In re Scofield Co., 215 Fed. 45 (CA2 1914); Danais 
v. DeMatteo Const. Co., 102 FS 874 (DCNH 1952). 
Contra: American Surety Co. of New York v. 
Owens, 66 F2d 190 (DC App. 1933); In re Flota- 
tion Systems, 65 FS 698 (DC Cal. 1946). 
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has performed where the contractor has 
failed, has rights in the contract funds sup- 
erior to those of the defaulting contractor.” 
It would seem that the same reasoning 
should also defeat the claims of tax lien 
creditors since they may attach only the 
debtor’s property, but, as we shall see, this 
has not been the result in the recent cases 
in which the United States claim its tax 
lien.” 

The surety’s rights of subrogation have 
been held to be valid “equitable liens” and 
the four months preference prohibition has 
rarely penalized the surety if it has paid 
the materialmen or undertaken completion 
prior to the bankruptcy.” Some courts find 
that the rights of the surety relate back to 
the original contract.“ Others see in the 
surety’s outlay of funds a present considera- 
tion rather than an antecedent debt." But, 
most frequently the dispute between trustee 
and surety is resolved by pointing out that 
the funds do not belong to the contractor, 
and, therefore, are not part of his bankrupt 
estate. 


The assignment device in the applica- 
tion for the bond is not necessary in this 
struggle with the trustee.” It has the less 
desirable quality of becoming exigible gen- 
erally only on default. Since when de- 
fault occurs, bankruptcy is not far be- 
hind, the assignment may easily be lost as 
a preferential transfer.“ Moreover, the 
present type of assignment generally em- 
ployed by surety companies is not valid in 
some states.“ 


“Philadelphia Nat. Bank v. McKinlay, 72 F2d 89 
(DC App. 1934), cert. den. 293 US 583; In re Wil- 
liam P. Bray, 127 FS 627 (DC Conn. 1954); In re 
Cummings Const. Corp., 81 FS 193 (DC Md. 1948); 
In re Cotton, 209 Fed. 124 (DC Cal. 1913). 

“Infra, p. 14. 

*Hartford Accident & Indemnity Co. v. Coggin, 
supra, note 36; Danais v. DeMatteo Const. Co., 
supra, note 36. 

“Danais v. DeMatteo Const. Co., supra, note 36; 
Street v. Pacific Indemnity Co., 79 F2d 68 (CA9 
1935), cert. den. 279 US 718; United States Fidelity 
& Guaranty Co. v. Sweeney, 80 F2d 235 (CA8 1935) . 

“Pacific Ind. Co. v. Grand Ave. State Bank of 
Dallas, 223 F2d 513 (CA5 1955); In re William P. 
Bray, supra, note 37. But see, In re Flotation Sys- 
tems, supra, note 36 (no payment by surety to give 
basis for subrogation), and In re Allied Products, 
134 F2d 725 (CA6 1943), cert. den. 320 US 740 
(assignment effective on default and default oc- 
curred after bankruptcy). 

“In re Cummings Const. Corp., supra, note 37. 

“In re Allied Products, supra, note 41. 

“Benedict v. Ratner, 268 US 353 (1925); Danais 
v. DeMatteo Const. Co., supra, note 36; In re 
Cummings Const. Corp., supra, note 37; In re Flota- 
tion Systems supra, note 36. 
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Assignee Bank 


The problem between the surety and the 
assignee bank is likewise resolved satisfac- 
torily on the subrogation basis.“ ‘This was 
the issue in Prairie State and Henningsen, 
and since the sureties there were success- 
ful as subrogees, there has been no need to 
search for other devices, except when prog- 
ress payments were involved in the Fifth 
Circuit.” 


At the time Prairie State and Henning- 
sen were decided, a bank could not receive 
a valid assignment of funds due the United 
States. Since the United States was not 
a claimant in those cases, the court did not 
strike the attempted assignments with null- 
ity. Instead it pulled out the ubiquitous 
equitable lien and gave it to the bank sub- 
ject to a bigger and better equitable lien 
held by the surety. 


In 1940 the Assignment of Claims Act* 
destroyed the wall of immunity set up be- 
tween the banks and the United States 
and the so-called equitable lien of the bank 
matured into a legal assignment. While it 
was clear that the legislation was designed 
only to adjust the rights of the bank vis-a- 
vis the Government, immediately the ques- 
tion arose whether in doing so the Act 
created an imbalance affecting the rela- 
tions of the bank with others. 


The answer to the question was available 
in the cases which had already decided 
disputes between surety and assignee bank 
when the owner was not the United States, 
and the assignment to the bank, therefore, 


“Prairie State Bank v. United States, supra, note 
1; Henningsen v. United States Fidelity & Guaran- 
tv Co., 208 US 404 (1908) ; Farmers’ Bank v. Hayes 
58 F2d 34 (CA6 1932); Lacy v. Maryland Casual- 
ty Co., 32 F2d 48 (CA4 1929); Exchange State Bank 
v. Federal Surety Co., 28 F2d 485 (CA8 1928); First 
National Bank v. City Trust, Safe Deposit & 
Surety Co., 114 Fed. 529 (CA9 1902); National 
Surety Corporation v. United States, 133 FS 381 
(Ct. Cl. 1955), cert. den. 350 US 902; Royal In- 
demnity Co. v. United States, 93 FS 891 (Ct. Cl. 
1950); State ex rel. Southern Surety Co. vs. Schle- 
singer, 114 Ohio St. 323, 151 NE 177, 45 ALR 371 
(1926). California Bank v. United States Fidelity 
& Guaranty Co., 129 F2d 751 (CA9 1942), applies 
the rule only as long as the owner holds the funds. 
But see, Cox v. New England Equitable Ins. Co., 
247 Fed. 955 (CA8 1917). 

“Town of River Junction v. Maryland Casualty 
Co., 110 F2d 278 (CA5 1940). 

“31 USC 203. This act does not prohibit subroga- 
tion by operation of law to the Government's rights. 
Morgenthau v. Fidelity & Deposit Co. of Maryland, 
94 F2d 632 (DC App. 1937). 
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was a valid one.” In that situation the 
courts generally awarded priority to the 
surety. In First National Bank v. City 
Trust, Safe Deposit & Surety Co.,” for ex- 
ample, the Ninth Circuit Court of Appeals 
made a clear analysis of the workings of 
subrogation. This should have pointed the 
way alter the 1940 amendment. And, it 
did for all courts except the Court of Ap- 
peals for the Fifth Circuit.” With that 
exception the courts have continued since 
1940 to apply Prairie State to contests be- 
tween sureties and assignee banks.” 

The Fifth Circuit awarded the retained 
percentages to the surety; the progress pay- 
ments to the bank. ‘To arrive at this re- 
sult the court had to fall into the “equi- 
table lien” trap.” Instead of defining the 
owner’s rights and then subrogating the 
surety to them, the court deductively in- 
vestigated evidence of the phantom lien. 
If, said the court, the surety had such a 
lien, why didn’t the lien inhibit the free 
use by the contractor of the progress pay- 
ments delivered before default?’ The 
court argued that the way progress pay- 
ments were made to the contractor and 
used by him showed that nothing burden- 
ed them. Retained percentages, it said, are 
demonstrably different. ‘The contractor 
could not touch the retainage. The weight 
and restraining quality of the lien could be 
detected. What sensory perception seemed 
to reveal to the court, was then substantiat- 
ed by the fact that Prairie State involved 
only the retained percentages. Therefore, 
its rule was held to require no extension 
beyond that. 


“Lacy v. Maryland Casualty Co., supra, note 45; 
First National Bank v. City Trust, Safe Deposit & 
Surety Co., supra, note 45. See also Town of River 
Junction v. Maryland Casualty Co., supra, note 46, 
which foreshadows the restricted rule later an- 
nounced by the Fifth Circuit. 

“Supra, note 45. A dissent suggests the same di- 
vision of progress payments and retained percent- 
ages that the Fifth Circuit finally adopted. 114 
F2d 529, 534. 

“General Casualty Co. v. Second National Bank 
of Houston, 178 F2d 679 (CA5 1949); Cocoanut 
Grove Exchange Bank v. New Amsterdam Casual- 
ty Co., 149 F2d 73 (CA5 1945). 

*'National Surety Corporation v. United States, 
133 FS 381 Ct. Cl. 1955), cert. den. 350 US 902; 
Royal Indemnity Bank v. United States, 93 FS 891 
(Ct. Cl. 1950); and see Hadden v. United States, 
132 FS 202 (Ct. Cl. 1955), materialmen versus the 
bank. The theory of the Fifth Circuit cases was 
rejected in Lacy v. Maryland Casualty Co., supra, 
note 45, long before the 1940 act was passed. 

"Cases cited note 50. 

“The court seemed to be groping for the pledge 
idea suggested supra. 
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After the passage of the Assignment of 
Claims Act the Fifth Circuit attempted to 
bolster its doctrine previously announced 
in Town of River Junction by assuming 
that the Assignment of Claims Act created 
new substantive rights in the bank or a leg- 
islative priority. It would scem that all the 
Act actually did was to make a legislative 
waiver of the Government’s immunity inso- 
far as banks were concerned." As between 
the banks and the surety, the bank’s assign- 
ment had never been invalid; just inferior 
in rank. 

The 1940 Assignment of Claims Act also 
contemplated that set-off of independent 
claims could be prohibited by contract. 
What was an independent claim became a 
matter of controversy” and provoked the 
1951 amendment,” which specifically en- 
umerated certain additional kinds of claims 
which could not be set off even though 
they might be considered as having arisen 
out of the contract. Thus, while Congress 
has permitted restriction of the Govern- 
ment’s right of setoff against the assignee 
bank, the Supreme Court, as shall be seen, 
has extended it as against the surety. 


Owner 

This brings us to the relative rights of 
the owner and the surety. The owner is 
usually a stakeholder whose interest, if a 
private owner, is in avoiding incidental in- 
jury in the exchange of adversarial blows 
between claimants. ‘This concern is a real 
one.” If he pays funds to the inferior 
claimant, he can suffer substantial dam- 
age.” 


“It is well settled that the prohibition is solely 
for the Government's benefit, may be waived by it, 
and does not affect the validity of the assignment 
as to others than the United States. Martin v. Na- 
tional Surety Co., 300 US 588 (1936); McKenzie v. 
Irving Trust Co., 323 US 365 (1945); McKnight v. 
United States, 98 US 179 (1878). 

“Central Bank v. United States, 345 US 639 
(1953). 

“United States .Cong. & Adm. Service, 82d Cong., 
Ist Sess., 1951, p. 1414 et seq. 

*Fort Worth Independent School Dist. v. Aetna 
C. & S. Co., 48 F2d 1 (CA5 1931). Claiborne Parish 
School Board v. Fidelity & Deposit Co. of Maryland, 
40 F2d 577 (CA5 1930). Contra: Graybar Electric 
Co. v. Manufacturers Cas. Co., 37 N. J. Super. 284, 
117 A2d 196 (1955). 

*In United States v. Kings County Iron Works, 
224 F2d 232 (CA2 1955), the wounds of the owner 
went unnoticed. The holder of the disputed fund 
in Karno-Smith Co. v. Maloney, 112 F2d 690 (CA3 
1940), exhibited courage only exceeded by luck. He 
elected to pay both the materialman and the United 
States tax lien. He then sued the United States to 
recapture what he had paid and he recovered. This 
may not be the result today. 
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If instead of being a mere stakeholder, 
the owner is a claimant in his own right, 
the question of the owner’s right to set off 
is involved. If the owner’s claim is ger- 
mane to the contract, then it would seem 
that he would have the right to set off.” 
If, on the other hand, the owner’s claim 
arises independently, then much will de- 
pend, it seems, on whether the owner is 
the United States.” 

United States v. Munsey Trust Com- 
pany” has now decided that the United 
States may set off an unrelated indebted- 
ness of the contractor against the unpaid 
contract funds claimed by the surety on a 
payment bond. So much has been writ- 
ten about that case that it would serve no 
useful purpose to dwell on it here except 
to define its application and discuss very 
briefly one phase of the case that has not 
received emphasis.” 

Prior to Munsey, the rules of set-off were 
governed in most instances by statute,” but 
it can be said with reasonable accuracy 
that an owner would not have been per- 
mitted to set off an extraneous debt due by 
the contractor, especially one arising sub- 
sequent to the suretyship.” ‘The same con- 
siderations of justice that require the cre- 
ditor to apply to the surety’s contract pay- 
ments known to have come from the 





See Abrahams v. Wilson, 3 A2d 1016 (Sup. Ct. 
Penn. 1939) ; Supreme Liberty Life Ins. Co. v. Rid- 
ley’s Adm’r, 261 Ky. 403, 87 SW2d 940 (1935); 
Bradley v. Thompson Smith’s Sons, 98 Mich. 449, 
57 NW 576 (1894). Also, see Corbin, Contracts, § 
897 (1951), applying the rule as to assignments, 
and La. Civil Code, art 2215. 

“United States v. Munsey Trust Co., 332 US 234 
(1947); Standard Accident Ins. Co. v. United States, 
97 FS 829 (Ct. Cl. 1951); and see Hadden v. United 
States, 132 FS 202 (Ct. Cl. 1955). Not the United 
States, see National Surety Corp. v. Barth, 11 N.J. 
506, 95 A2d 145 (1953). 

"Supra, note 60. 

“For excellent discussions see Dew, Rights of 
Materialmen and Surety in Contract Funds as Af- 
fected by United States v. Munsey Trust Co., 
Proceedings of ABA Insurance Law Section, Seat- 
tle, 1948, p. 97 et. seq.; Fisher, The Government 
Point of View, 18 Ins. Counsel J. 297 (1951); 
Bunge, The Surety Point of View, 18 Ins. Counsel 
J. 305 (1951); Rudolph, Performance Bond Serv- 
icing of Government Contracts, 19 Ins. Counsel J. 
171 (1952); Park, Federal Tax Claims or Liens as 
They Affect a Contractor’s Surety, Proceedings of 
ABA Insurance Law Section, San Francisco, 1952; 
Watts, The Judicial Trend of Subrogation, Pro- 
ceedings of ABA Insurance Law Section, San Fran- 
cisco, 1952. 

“Scott v. Armstrong, 146 US 499, 507 (1892); 
Corbin, op. cit. supra, § 896, p. 595. 

“Cases cited note 59; Corbin, op. cit. supra, § 
897; 9 Am. Juris. Building & Construction Contracts, 
p- 80; 46 ALR 393. 
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surety’s efforts would seem to 
require the owner, unquestionably aware 
of the source of the contract earnings, not 
to divert them to payment of another con- 
tract.” There is even some question 
whether the diversion of contract funds in 
this way does not change the contract and 
relieve the surety as the Supreme Court 
suggested in Prairie State.” 


Set-off was originally a procedural de- 
vice.” In Munsey the contractor’s represen- 
tative was before the court, and it was 
not difficult under those circumstances for 
the plea to be entered. The contractor was 
present to assert any defense he had to the 
offset. In Standard Accident Ins. Co. v. Unit- 
ed States,” on the other hand, the surety 
alone laid claim to the contract funds in 
its own right. When the Court of Claims 
permitted set-off then, it virtually eliminat- 
ed any opportunity for the debtor-contrac- 
tor to resist the validity or the amount of 
the claim asserted in set-off.” 


The question arises whether set-off is to 
be governed by state or federal law. When 
federal contracts are involved, federal law 
may be applied, and this may be the ra- 
tionale for Munsey.” When state contracts 
are in issue, the law of set-off must be con- 
trolled by state law.” 


This analysis would virtually confine the 
holding of the Munsey decision to contracts 
with the United States. The state cases 
that have arisen since Munsey indicate that 
this result is to be expected.” 


As of this writing the Court of Claims, 
in Standard Accident Ins. Co. v. United 


"See La. Civil Code, 2214; Restatement, 
Security, § 142. 

©This was not discussed in Munsey. 

"See, United States v. Eckford, 73 US [6 Wall.] 
484, 488 (1867); The Gloria, 286 Fed. 188 (DCNY 
1923) ; cf. Corbin, op. cit. supra, § 896, p. 595. 31 
USC 71, even if construed to permit set-off, does 
not specify priorities or the scope of set-off. 

“97 FS 829 (Ct. Cl. 1951). 

"No issue seems to have been made of this. 

“Insofar as Munsey rests on special federal sta- 
tutes it is an application of “federal” law. Cf. 
United States v. Lennox Metal Manufacturing Co., 
225 F2d 302, 307 (CA2 1955). 

"Erie R. Co. v. Tompkins, 304 US 64 (1938). 

*See National Surety Corp. v. Barth, 11 N.J. 506, 
95 A2d 145 (1953); Pacific Ind. Co. v. Grand Ave. 
State Bank of Dallas, 223 F2d 513 (CA5 1955). In 
Karno-Smith Co. v. Maloney, 112 F2d 690 (CA3 
1940) , the set-off arose out of the contract and was 
permitted. 


art. 
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States,” scems™ to have extended Munsey to 
permit the United States to offset even 
when the surety bases its claim on a per- 
formance bond. The consequences of this 
decision were forecast seven years earlier 
by the same court that announced it.” In 
Maryland Casualty Company v. United 
States,” the Court of Claims pointed out 
that if the Government were allowed to 
offset extraneous debts against a surety 
who had completed the work, no surety 
could risk completion of a Government 
contract. For, if the Government complet- 
ed the job, it could only exact from the 
surety the difference between its costs and 
the contract price; whereas, if the surety 
completed, it would have to pay all cost 
of completion with no assurance that it 
could recoup any funds due on the con- 
tract.” 

In extending Munsey to performance 
coniracts the Court of Claims completely 
ignored reference to or application of 
Prairie State. Instead it quoted language 
from its own opinion in another case” 
which seems to have misapplied the doc- 
trine of subrogation. Unfortunately it 
“subrogates” the surety to the position of 
the debtor-contractor, not to the creditor- 
obligee.” Of course, in that situation the 
surety is bound to lose. 


Eventually the decision in Standard Ac- 
cident may be re-examined and a different 
result reached. Meanwhile the only com- 
pletely effective remedy for the surty is 
legislation.” Until the Standard Accident 
case is overruled or until some legislative 
relief is given, it must be assumed in a con- 
test with the contractor or his surety that 
the United States may set off against the 


*97 FS 829 (Ct. Cl. 1951); followed in General 
Casualty Co. of America v. United States, 127 FS 
805 (Ct. Cl. 1955), cert. den. 349 US 938. 

*As stated by the court, the decision could have 
been placed on the statutory preference of the 
United States in the assets of its insolvent debtors, 
51 USC 191. 

*Maryland Casualty Co. v. United States, 53 FS 
436 (Ct. Cl. 1944). Also see New York Casualty Co. 
v. Zwerner, 58 FS 473 (DC IIL. 1944), which may still 
be explained on the special appropriation theory. 

"Supra, note 75. 

“For further analysis of this see Dew, op. cit. 
supra, note 62, and Rudolph, op. cit. supra, note 
62. 

*Globe Indemnity Co. v. United States, 84 Ct. Cl. 
587 \1937). 

See supra and note 25. 

“A draft statute was prepared but apparently 
never seriously pushed in Congress. For the text of 
the draft see Dew, op. cit. supra, p. 109, note 50. 
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contract funds any debts due it by the con- 
tractor, germane or independent. 

It remains for the courts to decide what 
will happen when the assignee bank, the 
United States as an owner with an offset- 
ting claim, and the surety all dispute the 
balance due on a contract which validly 
prohibits the United States from setting 
off against the bank. Then the bank will 
have a right superior to the United States; 
the surety will come ahead of the bank; but 
the United States under Munsey will come 
before the surety. 


United States Tax Claims 


‘The United States is unquestionably the 
most formidable adversary the surety faces. 
When not the owner, it appears frequently 
to claim as a tax creditor of the contractor. 
This role has assumed importance only 
since the Government deputized unwilling 
employers to collect its income and social 
security taxes. 

Early in this development the Govern- 
ment tried to enforce its lien for taxes by 
asserting its priority under 31 USC 191." 
That provision gives the United States a 
preferred position as a creditor (no mat- 
ter how the debt arises) in the estate of the 
insolvent debtor whose property has passed 
to a third person, not a trustee in bank- 
ruptcy.” The qualifications narrowing the 
usefulness of this section made it ineffec- 
tive in most instances and it was soon aban- 
doned. 

The Government then took the position 
that the so-called “equitable lien” of the 
surety was not effective until the surety 
actually paid its obligations on the bond 
and that the lien did not relate back to 
the time when the bond was executed. 
Thus, if a tax lien was assessed and notice 
filed before the surety paid, the tax lien 
was first in time and in right. Up until this 
year this approach has been consistently 
rejected in favor of the surety.” The two 


‘New York Casualty Co. v. Zwerner, 58 FS 473 
(DC Ill. 1944); In re Van Winkle, 49 FS 711 (DC 
Ky. 1948). 31 USC 191 is generally cited in the 
cases as Section 3466 of the Internal Revenue Code. 

**Kennedy, The Relative Priority of the Federal 
Government: The Pernicious Career of the In- 
choate and General Lien, 63 Yale L. J. 905, 907 
et seq (1954). 

“United States Fidelity & Guaranty Co. v. United 
States, 201 F2d 118 (CA10 1952); Glenn v. American 
Surety Co., 160 F2d 977 (CA6 1947); Great Ameri- 
can Indemnity Co. v. United States, 120 FS 445 
(DC La. 1954); Vincent v. P. R. Matthews Co., 126 
FS 102 (DC NY 1954); Alabama-Tennessee Natural 
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leading cases in this line are United States 
Fidelity & Guaranty Co. v. Triborough 
Bridge Authority," and United States Fidel- 
ity & Guaranty Co. v. United States.” 


The chief reason for the rejection was 
that the tax lien of the United States under 
Sec. 3670 of the Internal Revenue Code at- 
taches only to the “property and rights 
to property, whether real or personal, be- 
longing” to the taxpayer. ‘The Govern- 
ment, therefore, can have no greater rights 
than the contractor, and the contractor, 
because of his default, can not collect the 
money because he has failed in a condi- 
tion precedent.” As one court put it re- 
cently, the contractor’s, and hence the Gov- 
ernment’s, rights in the property are “in- 
choate”’.” 

As heretofore pointed out, the courts 
have consistently held that the trustee in 
bankruptcy yields to the surety because 
until the surety’s, or the owner’s rights it 
holds by subrogation, are satisfied, the 
funds themselves are not part of the bank- 
rupt estate.” It is difficult to see why the 
same reasoning does not apply to the con- 
tractor’s tax lienor, who stands in his shoes 
in the same sense as the trustee. All this 
makes even better logic when we conceive 
of the taxpayer’s property in the Hohfeldi- 
an sense of a bundle of rights.” All the con- 
tractor has to give the tax creditor is a few 
strings to the fund, not the fund itself.” 

In some cases the court has reinforced this 
view by stating the strength of the surety’s 
position and not just the weakness of the 
Government's. The surety’s right, of 


“Supra, note 83. 

“Supra, note 83. 

“See United States Fidelity & Guaranty Co. v. 
‘nited States; Great American Indemnity Co. v. 
‘nited States; Vincent v. P. R. Matthews Co.; and 
United States F. & G. Co. v. Triborough Bridge 
Authority, all supra, note 83. 

“Bankers Title & Abstract Co. v. Ferber, supra, 
note 83. 

“Supra, p. 7. 

“See Hohfeld, Some Fundamental Legal Concep- 
tions as Applied to Judicial Reasoning, 23 Yale 
L. f. 16 (1913). 

“Unquestionably there is a jural relation between 
contractor and owner which gives the contractor 
rights in the fund but not necessarily the fund it- 
self. See by analogy, Citizens State Bank of Barstow, 
Tex. v. Vidal, 114 F2d 380 (CA10 1940). 


Gas Co. v. Lehman-Hoge & Scott, 122 FS 314 (DC 
Ala. 1954); American Fidelity Co. v. Delaney, 114 
FS 702 (DC Vt. 1953); In re Van Winkle, supra, 
note 81; United States F. & G. Co. v. Triborough 
Bridge Authority, 297 N.Y. 31, 74 NE2d 226 (1947); 
Bankers Title & Abstract Co. v. Ferber, 15 N.J. 433, 
105 A2d 408 (1954). 


-<_ 








‘¥ 





January, 1957 


course, is the owner’s right to retain the 
fund, a right which arose when the con- 
tract was created. One court said that to 
hold otherwise would impair the surety’s 
independent right against a change in the 
contract.” 

The unanimity of the rule in these cases 
forced the United States to search for other 
ways of getting its taxes paid. It tried su- 
ing the surety directly as an employer liable 
for withheld income and social security 
taxes. This: was unsuccessful.” Then it 
insisted the taxes were wages guaranteed 
under the payment bond. This approach 
was also rejected” and the Government 
now seems to have conceded the surety’s 
position as a general proposition.” 


There was, however ,a recent variation of 
the same approach in United States v. 
Phoenix Indemnity Co.,” when the United 
States argued and the Fourth Circuit held 
that since the contract specifically required 
the contractor to pay “taxes legally collec- 
tible because of work”, the surety guaran- 
teed the payment of taxes which accrued 
during the progress of the work. 


By making the United States, who was 
not named as obligee, a beneficiary” under 
these circumstances the decision threatens 
to widen suretyship into insurance. While 
this is a matter of concern to surety com- 
panies, it is not germane to the subject of 
this paper—for then the United States is 
claiming as an obligee diréctly against the 
surety and not as a competing claimant to 
a fund. 

The United States has now renewed the 
old plea that its tax lien pre-empts the 
rights of the surety and draws on a line of 


“American Fidelity Co. v. Delaney, 114 FS 702, 
710 (DC Vt. 1953). But see, Graybar Electric Co. 
v. Manufacturers Casualty Co., 37 N.J. Super. 284, 
117 A2d 196 (1955), where the result seems op- 
posite but the — is not discussed. 

“Fireman’s Fund Indemnity Co. v. United 
States, 210 F2d 472 (CA9 1954) , revs’g United States 
v. Swedlow Engineering Co., 100 FS 796 (DC Cal. 
1951). Westover v. William Simpson Const. Co., 209 
F2d 908 (CA9 1954). 

“United States v. Crosland Construction Com- 
pany, 217 F2d 275 (CA4 1954); General Casualty 
Co. of America v. United States, 205 F2d 753 (CA5 
1953); Great American Indemnity Co. v. United 
States, 120 FS 445 (DC La. 1954). 

“This apparent acquiescence appears in the Gov- 
ernment’s brief in United States v. Phoenix Indem- 
nity Co., infra, note 95, and in that context must 
be considered an admission only of a generalization. 

“231 F2d 573 (CA4 1956). 

“This result could not follow in some jurisdic- 
tions,, Carolina Portland Cement Co. v. Carey & 
Boettner, 145 La. 773, 82 So. 887 (1919); State v. 
C. S. Jackson & Co., 137 La. 931, 69 So. 751 (1915). 
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cases which have been developing since 
1950, and which interpret Section 3672 of 
the Internal Revenue Code. 

In that year the Supreme Court held in 
United States v. Security Trust & Savings 
Bank,” that an attachment lien, perfected 
but not reduced to judgment before the 
assessment of the tax lien, was not suf- 
ficiently choate to defeat the Government’s 
claim. The United States asserted its lien 
under Section 3670, and in arriving at this 
conclusion the court simply held that 
whether a lien was choate or inchoate for 
purpose of competition with a federal tax 
lien was a federal question and that the 
particular attachment lien before it was 
inchoate until reduced to judgment. 


Thereafter, when the Tenth Circuit 
heard United States Fidelity & Guaranty 
Co. v. United States," the Security Trust 
& Savings Bank case was cited to sustain a 
contention that the surety’s so-called “equi- 
table lien” growing out of payment of 
materialmen was inchoate and, therefore, 
fell behind the tax lien, especially when 
the tax lien was assessed before the mate- 
rialmen were paid. The Court of Appeals 
for the Tenth Circuit refused to recognize 
the pertinence of the Security Trust & Sav- 
ings Bank decision, pointing out that the 
taxpayer before it, the contractor, had no 
property in the funds until he satisfied his 
obligations. 

Since Security Trust & Savings Bank 
there has been a series of similar decisions, 
all written by Mr. Justice Minton and each 
seeming to broaden the meaning of Sec- 
tion 3672 so that it is interpreted now as 
a grant of priority.” 

Section 3672 provides that the Govern- 
ment’s tax lien “shall not be valid as 
against any mortgagee, pledgee, purchaser, 
or judgment creditor until notice thereof 
has been filed by the collector”. 

Section 3671 provided, and still provides, 
that the lien shall arise from the moment 
the assessment lists are received by the col- 
lector. This establishes the effective date of 


"$40 US 47. 

“Supra, note 83. 

“United States v. White Bear Brewing Co., 351 
US 1010 (1956), revs’g 227 F2d 359 (mechanic's 
lien) ; United States v. Colotta, 350 US 808 (1955) 
(mechanic’s lien); United States v. Scovil, 348 US 
218 (1955) (landlord’s distress lien); United States 
v. Liverpool & London Ins. Co., 348 US 215 (1955) 
(garnishment); United States v. Acri, 348 US 211 
(1955) (attachment lien); United States v. City of 
New Britain, 347 US 81 (1954) (city tax lien) ; 
United States v. Gilbert Associates, 345 US 361 
(1953) (ad valorem tax lien). 
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the lien in determining its priority under 
the rule of first in time is first in right. 
Because Section 3671 was found to establish 
“secret” liens, the provision in Section 3672 
was added.” 

Section 3672 semed to say that, in the 
opposition to mortgagees, pledgees, pur- 
chasers and judgment creditors, the effec- 
tive date of the lien is postponed until 
recordation. Section 3672 appeared cal- 
culated to establish timing of the effective 
right rather than to give it a sweeping 
superiority. “he very phrasing of the sec- 
tion leads one to this impression. Instead 
of speaking in terms of a grant of legisla- 
tive priority, the section diminishes the 
power of the lien and speaks of the specific 
cases in which the lien shall not be valid. 

The Supreme Court, however, extending 
its theory of “inchoate” liens has now in- 
sisted that nothing short of a lien reduced 
to judgment is choate when competing with 
a United States tax lien, and only holders 
of prior mortgages, pledges, and judgments 
or bona fide purchasers can pre-empt the 
position of the United States tax lien.™ 

In the last term of court, the liens of 
materialmen claiming funds in the hands 
of the owner were forced to yield to the tax 
lien of the Government on the theory that 
the lien had not been reducd to judgmnt.” 

It was plain to see that the next step was 
and is for the United States to insist that 
the surety’s right to the fund is not superior 
to the right of the laborers and material- 
men and, therefore, the surety, too, should 
bow to the omnipotence of the United 
States tax lien. 

Although this factual issue was not raised 
in United States v. Kings County Iron 


See United States v. Snyder, 149 US 210 (1893), 
and Mr. Justice Jackson’s concurring opinion in 
United States v. Security Trust & Savings Bank, 
340 US 47, 51. 

“The holding in City of New Britain, supra note 
99, does not go this far but the dissenters in United 
States v. White Bear Brewing Co., supra, note 99, 
point out to the bar that the majority has over- 
ruled the earlier case. 351 US 1010, 1011. 

United States v. White Bear Brewing Co., ibid; 
and United States v. Colotta, supra, note 99, both 
reversed on application for writ and without argu- 
ment or written reasons by the majority. Prior to 
these holdings, the following cases held contra: 
United States v. Albert Holman Lumber Co., 206 
F2d 685, aff'd on reh. 208 F2d 113 (CA5 1953); In 
re Talorcraft Aviation Corp., 168 F2d 808 (CA6 


1948); Karno-Smith Co. v. Maloney, 112 F2d 690 
(CA3 1940); in re Caswell Const. Co., 13 F2d 667 
(DC NY 1926) ; Bankers Title & Abstract Co. v. Fer- 
ber, 15 NJ 433, 105 A2d 408 (1954); United States v. 
Griffin-Moore Lumber Co., 62 
1953) . 


So.2d 589 (Fla. 
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Works,’ the court there, dealing with a 
materialman’s lien as against the Govern- 
ment’s claim, indicated that when the 
surety opposed the Government, the Tri- 
borough rule™ might be re-examined™ in 
the light of the recent Minton decisions. 


The fallacy in all this arises from the as- 
sumption that the surety derives its rights 
merely from the materialman, who has 
only a lien.” If the surety looks to the 
owner as the origin of his rights, it avoids 
the question whether materialmen have a 
lien.” It is still faced with the problem of 
the choate or inchoate status of the owner’s 
rights. ‘The difficulty posed when the 
surety claims through the owner seems to 
be chiefly semantic. The insistence on 
calling the surety’s right of subrogation an 
“equitable lien” confuses and misdirects 
the whole issue. 

This can be demonstrated in Aetna Casu- 
alty & Surety Co. v. Horticultural Service 
Inc.,"" decided this year by the Supreme 
Court of New York. The court gave the 

994 F2d 232 (CA2 1955). 

‘Supra, note 83. 

16224 F2d 232, 235. 

“Supra, note 99. 

“Recently, however, a Michigan court gave a 
surety on a payment bond priority over a govern- 
ment tax claim arising out of the same job by sim- 
ply subrogating the surety to the materialmen’s 
liens without citation or discussion. Huron Electric 
Supply Co. v. Everson, 1956 CCH Fed. Tax. Rep. 


§ 9668; and in Colusa-Glenn Production Credit 
Assn. v. Phoenix Insurance Co., of Hartford, et al., 


Northern District, Southern Division, California, 
July, 1956, Docket No. 33942, the court, apparent- 


ly having difficulty with the so-called equitable 
lien, allowed the surety to prevail where the con- 
tractor had failed to finish the work, on the ground 
that the contractor had no rights in the funds with- 
held by the owner, and they were therefore not 
susceptible to the Federal tax lien. 

“The question of whether materialmen have a 
lien on government funds was avoided by the 
Supreme Court in Munsey, but weight of authority 
seems to recognize an “equitable lien” or equivalent 
right. American Surety Co. v. Sampsell, 327 US 269 
(1946); American Surety Co. v. Electric Co., 296 US 
133 (1935); United States Fidelity & Guaranty Co 
v. Sweeney, 80 F2d 235 (CA8 1935) , state immunity; 
Philadelphia Nat. Bank v. McKinlay, 72 F2d 89 (DC 
App. 1934), cert. den. 293 US 583; Belknap Hard- 
ware & Mfg. Co. v. Ohio River Co., 271 Fed. 144 
(CAG 1921); Hadden v. United States, 132 FS 202 
(Ct. Cl. 1955); National Surety Corp. v. United 
States, 133 FS 381 (Ct. Cl. 1955); In re Cummings 
Const. Corp., 81 FS 193 (DC Md. 1948). Contra, but 
apparently overruled on this point by Hadden, 
Standard Accident Ins. Co. v. United States, 97 FS 
829 (Ct. Cl. 1951); Seaboard Surety Co. v. United 
States, 67 FS 969 (Ct. Cl. 1946) ; Schmoll v. United 
States, 63 FS 753 (Ct. Cl. 1946), cert. den. 329 US 
724. Also, contra, In re Flotation Systems, 65 FS 
698 (DC Cal. 1946). 

147 NYS2d 422 (1956). 
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Government tax lien priority by holding 
that Triborough Bridge and United States 
Videlity & Guaranty Co. v. United States 
were no longer law since the Minton deci- 
sions. The Horticultural opinion treats 
the surety’s rights as “equitable liens”, and 
decides equitable liens are inchoate and 
therefore ineffectual against the tax lien. 
It did not turn the coin to discover how in- 
choate was the taxpayer’s right claimed by 
the Government.” 


In still another New York case arising in 
federal court, Fidelity & Deposit Company 
v. New York Housing Authority," the Gov- 
crnment recently succeeded against a surety 
who had paid laborers and materialmen. 
‘The court there, when faced with the argu- 
ment that the tax lienor stands only where 
the contractor stands, resolved the issue by 
whittling down the surety’s subrogation 
claims to the point that it concluded that 
“since there is .. . no theory on which the 
surety in this case can be held to have a 
property interest in the withheld funds 
there is no occasion for discussing prior- 
ities”. ‘This is said of a surety who has 
paid laborers and materialmen on its bond. 
What the court concluded, therefore, was 
that even in the absence of any other credi- 
tors, the surety would have no right to the 
fund. In fact, as between the surety and 
the contractor, this ruling would give the 
money to the contractor. The decision 
carries the seeds of its own refutation. 

Interestingly enough the decision, un- 
like the Horticultural case," which it cites, 
does not depend essentially on the Minton 
decisions. ‘The keystone of its structure is 
Munsey, which the court says runs head on 
into Prairie State and Henningsen. As de- 
vastating as the Munsey case may be, re- 
versal of Prairie State or Henningsen was 
unnecessary to the Munsey holding and is 
contrary in fact to the Supreme Court’s 
own statement specifically reiterating ap- 
proval of Prairie State.” 

See Bankers Title & Abstract Co. v. Ferber Co., 
15 NJ 433, 105 A2d 408 (1954). 

"140 FS 298 (DC NY). 

"Supra, note 109. 

'““From Prairie State Bank v. United States, 164 
US 227, to American Surety Co. v. Sampsell, 327 
US 269, we have recognized the peculiarly equitable 
claim of those responsible for the physical comple- 
tion of building contracts to be paid from available 
moneys ahead of others whose claims come from 
the advance of money.” 332 US at 240. See National 
Surety Corp. v. United States, 133 FS 381 (Ct. Cl. 
1955), cert. den. 350 US 902 (1956); Royal Indem- 
nity Co. v. United States, 93 FS 891 (Ct. Cl. 1950). 
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The answer to the Government’s argu- 
ment on Section 3672 is, of course, that the 
surety’s subrogation is a whole interest and 
not an “equitable lien”. It would seem 
that this label, like a chronic appendix, al- 
ways troublesome and quite unnecessary, 
should be discarded. The surety actually 
is claiming a pledge of collateral made to 
the owner. By subrogation, the pledged 
security belongs to it. On the negative 
side, the Government has no right to pos- 
session of the fund because the contractor 
has none. To permit the tax creditor to 
have the moneys is to give it greater rights 
than the taxpayer and to unjustly enrich it 
at the expense of the surety.’ If the surety 
did not complete the job, no funds could 
be due. It is the surety whose performance 
creates the balance or whose payment clears 
it for release. 


As cogent as these arguments seem, it is 
apparent that the Supreme Court is not 
sympathetically inclined toward them at 
this time. To meet tax claims by tthe 
United States the surety must be prepared 
to protect itself with legal weapons other 
than Prairie State and the “equitable lien”. 
This suggests re-examination of the con- 
ventional assignment the surety obtains 
from the principal when he applies for the 
bond. 


In the recent case of R. F. Ball Construc- 
tion Company, Inc. v. Jacobs,” the surety 
claimed a fund solely on the basis of such 
an assignment and defeated a United States 
tax lien. In that situation the surety was 
secking recoupment of a loss on one con- 
tract by claiming the funds due on an- 
other. In connection with the profit con- 
tract the surety had gotten an assignment 
of all funds as collateral security for any 
indebtedness or liability of the contractor. 
A federal district court of Texas held that 
this assignment conveyed an interest in the 
funds tantamount to a mortgage under Sec- 
tion 3672 and that the assignment related 
back to the date of execution. 


The contractual device in the bond ap- 
plication may hold the answer to the 
United States tax lien struggle. Without 
being inconsistent, the surety may claim 
its rights by subrogation against trustees, 
owners, and assignees, and simultaneous- 
ly assert both subrogation and assignment 


™See United States v. Albert Holman Lumber 


Co., 206 F2d 685, 690 (CA5 1953). 
"*140 FS 60 (DC Tex). Cf. Salem Co. v. Manufac- 
turers’ Co., 264 US 182 (1924). 
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rights against the United States." But to 
prepare the surety for the struggle, it may 
be wise to reinforce the present assignment 
forms. 


In the fifty years, more or less, that this 
type of assignment has been in use, it has 
been relatively unimportant as a priority 
device.” For one reason, as presently word- 
ed it is not always interpreted as a present, 
absolute assignment. The actual assign- 
ment of both the retained percentages and 
the unpaid balances is contingent upon de- 
fault. The assignment, therefore, becomes 
exigible only on the happening of this 
event."" 


Perhaps sureties will find it desirable to 
amend the present form of application 
agreement to provide that the retained per- 
centages are assigned and pledged to the 
owner and surety, and are to be held by the 
owner for the security of both. It would 
appear that the requirements of immediate 
possession by a pledgee’’ or depositary 
would then be satisfied and the contractor 
(called either assignor or pledgor or both) 
would have surrendered possession and 
control.” Since such a pledge and assign- 
ment, in the nature of things, would ante- 
date the existence of the retained per- 
centages, it would be difficult for a tax lien 
to come before it. This form of assign- 
ment might well qualify the surety as a 
“pledgee” within the meaning of Section 
3672." 


"®Alabama-Tennessee Nat. Gas. Co. v. Lehman- 
Hoge & Scott, 122 FS 314 (DC Ala. 1954); Exchange 
State Bank v. Federal Surety Co., 28 F2d 485 (CA8 
1928) ; City of Detroit v. Fidelity and Deposit Co., 
240 Mich. 213, 215 NW 394 (1927). 

"7In re Allied Products, 134 F2d 725 (CA6 1943), 
cert. den. 320 US 740; Town of River Junction v. 
Maryland Casualty Co., 110 F2d 278 (CA5 1940) . 

“ST bid. 

"°Casey v. Cavaroc, 96 US 467 (1877). 

In the following cases the assignment was inef- 
fective: Benedict v. Ratner, 268 US 353 (1925), 
assignor retained right to dispose; In re Cummings 
Const. Corp., 81 FS 193 (DC Md. 1948), assignor 
did not attempt to assert assigned rights; and 
Danais v. DeMatteo Const. Co., 102 FS 874 (DC 
NH 1952). 

™'See Muhleman & Kayhoe v. Brown, 45 A2d 521 
(Del. 1945); Knight v. Knight, 272 App. Div. 499, 
71 NYS2d 357 (1947) . 
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In addition, the present form of assign- 
ing all unpaid balances other than retain- 
age could be continued. The value of such 
an assignment when default has matured it 
before the assessment of the tax lien has 
not yet been adjudicated. Given the de- 
fault prior to the tax assessment, it would 
appear to be superior under Section 3672 
to the United States tax lien. 


Since by hypothesis Section 3672 will 
only be utilized in instances other than 
United States Government contracts, the 
problem of prohibited assignments does not 
cut across this phase of the discussion. The 
United States will continue to rely in Gov- 
ernment contracts on Munsey. It is pos- 
sible, of course, that, if the retention of the 
percentage of payments by the United 
States in Government contracts be estab- 
lished as a pledge of collateral to secure 
compliance with the contract obligations, 
use of the pledged collateral to pay an ex- 
traneous debt may be prohibited.” 


It is not without significance that the 
United States has become the most formid- 
able adversary of the materialman and of 
the surety. This is part of the historical 
shift in the center of interest from the in- 
dividual and the individual’s rights in 
property to the present emphasis on the 
needs of the state. Review of the Supreme 
Court decisions of the last twenty years in- 
dicates that there is greater hope for de- 
volution through legislative than judicial 
action. It is by judicial interpretation that 
the federal tax lien is becoming an almost 
invincible weapon. 


But even this trend has extremes beyond 
which no court will go. There are solid 
legal and policy reasons for forcing the tax 
lien to yield to the reimbursement of the 
surety. With a revitalization of Prairie 
State, an application of the real principles 
that evoked it, and perhaps an implemen- 
tation by contract, this contest may yet be 
won by the surety. 


The cases cited in note 45 went off on subroga- 
tion and did not discuss the assignment. 

“See reference to this rule in Munsey, 332 US at 
243, citing 4 Pomeroy, Equity Jurisprudence (5th 
ed.) 1075. 
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Groom The Editor's Notebook 


In this column, from time to time, the Editor proposes to publish news and views 
that he believes will be of interest to our members. Any opinions expressed are either 
the personal sentiments of the Editor or are the opinions of those persons to whom 


they are attributed. 


Members of 1.A.1.C. are cordially invited to submit material for this column. If 
and when you have views to express on insurance and legal subjects, or when you learn 
of items of news that you believe of general interest, send them in! As space permits, 
we'll publish them with credit to you as the contributors. 


RELEASE signed at a garage was held 

valid in a recent decision of the Su- 
preme Court of Ohio in McCuskey v. 
Budnick, 165 Ohio St., 533. When the 
claimant went to the garage to 
pick up his repaired automobile, the garage 
attendant told him he could have the car 
either by paying the repair bill or by sign- 
ning two papers. He signed the two papers 
without reading them. One paper was a 
“Release in Full of All Claims”, clearly 
marked as such. The court says, “There 
is no evidence that the attendant attempt- 
ed to prevent plaintiff from reading the 
release before he signed it. * * * A person 
of ordinary mind cannot say that he was 
misled into signing a paper which was dif- 
ferent from what he intended to sign when 
he could have known the truth by merely 
looking when he signed.” 





1956 PUBLICATION of Bobbs-Mer- 
A rill Company, Inc., is “A Treatise 
on Administrative Law’ by Professor Mor- 
ris D. Forkosch, of Brooklyn Law School. 
This book is apparently written primarily 
as a teaching aid—“‘pedagogical techniques 
not only predominate but control”—but it 
contains a wealth of material of use to the 
lawyer who finds it necessary to represent 
his client before one of the myriad admin- 
istrative agencies that control so very many 
personal rights today. This cannot be call- 
ed a “how to do it” book, although it 
contains much material of that nature. 


Fundamentally, it will provide a solid foun- 
dation for the practitioner in this field. 
The importance of this practice area is es- 
tablished by the growth of administrative 
agencies and administrative law in the last 
two decades. 





HE SAME publisher has announced 

another book that appears to make a 
practical approach to a constant problem. 
I.A.I1.C. member Welcome D. Pierson, of 
Oklahoma City, Oklahoma, is the author of 
“The Defense Attorney and Basic Defense 
Tactics”. We have not seen the book, but 
the table of contents looks quite interesting. 
Judge Alfred P. Murrah, of the Tenth Cir- 
cuit Court of Appeals, says in his introduc- 
tion, “Here is a book on trial tactics written 
for the courtroom lawyer by a courtroom 
lawyer. In the book are included suggestions 
by the author gleaned from more than 
thirty years experience as a trial attorney, 
together with successful ideas from many 
other attorneys experienced in the trial of 
cases. * * * The book should be a ready 
and valuable reference in the library of 
any trial lawyer.” 





ROM Vance V. Vaughan, of Brentwood 

Maryland, we learn of a new Maryland 
statute that apparently eliminates a de- 
fense commonly utilized in damage cases 
involving children. He says: 
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“The 1956 session of the Maryland leg- 
islature passed an act changing the law as 
it has heretofore existed in relation to im- 
puted negligence of a parent, or a cus- 
todian, to an infant. 


“Article 75, Section 3 (a), of the Mary- 
land Code now reads, ‘In all actions to 
recover damages, or debt, or injury to the 
person or property, of an infant, by or on 
behalf of an infant, the negligence of a 
parent, or other custodian of the infant 
shall not be imputed to the infant from the 
fact of such parenthood or custodianship.’ 


“In the past, in all automobile accident 
cases wherein an infant was in the auto- 
mobile being driven by its mother, father, 
or guardian, we invariably raised the ques- 
tion of their negligence, that it was im- 
puted to the infant, and now it appears 
another defense has gone down the drain.” 


A reported decision applying the new 
law is Zaccari v. United States, 144 F. Supp. 
860, which arose under the Federal Tort 
Claims Act. In that case, the district court 
held that a child 64% years old was old 
enough to be bound by her own contribu- 
tory negligence, if any, but that the negli- 
gence of her father, who was driving the 
automobile in which she was riding, could 
not be imputed to her. 





A* INTERESTING result in a declara- 
tory judgment action is found in 
Security Insurance Company of New Ha- 
ven v. White, Executrix, et al., 10 Cir., 1956, 
236 F. 2d 215. In her answer to the in- 
surer’s action for a declaratory judgment, 
the insured’s executrix alleged that the 
costs and attorney fees incurred and to be 
incurred by her in defending that action 
and damage suits brought against her by 
several claimants were approximately $13,- 
000. The district court ruled that the in- 
surer was bound by its policy to defend 
the executrix in the damage suits. The 
court then further determined and adjudi- 
cated that the insurer should pay to the 
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executrix $10,504.02, “being the amount 
of attorneys fees and costs which she had 
expended or had become obligated to ex- 
pend in connection with the investigation 
of the facts relating to the accident, in 
defending the several suits for damages, 
and in defending this action for a declara- 
tory judgment”. The court of appeals 
says that the grant of power under section 
2 of the Declaratory Judgment Act “‘is 
broad enough to vest the court with juris- 
diction to award damages where it is nec- 
essary or proper to effectuate relief based 
upon the declaratory judgment rendered 
in the proceeding.” The judgment was af- 
firmed. 





gp wei annuities, sometimes re- 
ferred to as “inflation proof” annu- 
ities, are of continuing interest despite the 
fact that legislation on that subject was not 
enacted by the New Jersey legislature in 
1956. Further efforts toward such legisla- 


tion are anticipated this year. 


Prominent life insurance executives dif- 
fer as to the suggested writing and use of 
variable annuities and there are, of course, 
numerous arguments pro and con. 


For example, some proponents of vari- 
able annuities contend that they constitute 
a device that will counteract inflation and 
adjust buying power to price changes. 
Some opponents argue that, by the use of 
variable annuities, the life insurance com- 
panies would be conducting a securities 
business under the guise of selling annu- 
ities. Then, too, the question of state regu- 
lation as opposed to federal regulation by 
the SEC is in the debating stage. 


To present an informative discussion of 
variable annuities and their use, we ob- 
tained permission of the C.L.U. Journal 
to reprint the article entitled, “The Vari- 
able Annuity as a Life Insurance Company 
Product.” It appears at page 16 of this 
We hope you will find it interest- 


issue. 


ing. 
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An Insurer’s Liability for Mistakes in its Policies: 
The Clerical Error* 


R. Harvey CHAPPELL, JR.** 
Richmond, Virginia 


S IS evidenced by the large body of 

law on the subject, the machine age 
has not sufficiently overtaken us to eli- 
minate that very human failing, the 
clerical error. As a matter of fact, it is 
doubtful that this elementary problem can 
be eliminated entirely, particularly, where 
contracts of insurance are involved. What 
is the extent of the liability, if any, imposed 
upon the insurer where there is a clerical 
error in the contract of insurance? It is 
the purpose of this article to explore this 
question. 


Mistake: Effects and Remedies 


As has been pointed out by a prominent 
writer on the subject, there is considerable 
confusion of thought in the discussions of 
the topic of mistake in contractual rela- 
tions. While the term “mistake” has sev- 
eral meanings, it has been defined general- 
ly as including some unintentional act, or 
omission, or error.’ 

The effects of a mistake upon a contract 
may be various but for the purposes of this 
discussion it may be said that a mistake 
results in the expression of an agreement 
which differs from the agreement intended 
by the parties.* The legal remedies for a 
mistake in contractual relations generally 
may be classified under three headings: (1) 
reformation of the contract; (2) recission 
of the contract; or (3) refusal of specific 
performance.’ The customary method for 
rectifying a mistake in a contract of insur- 
ance is by suit for reformation of the con- 
tract. 


Requisites for Reformation of a Contract 


From the time when jurisdiction first 
was delegated to the Chancellor by the 
Crown in the early development of our 
common law system, mistake has played an 
important part in the evolution of equi- 


*Prepared for the Life Insurance Committee. 

**Of the Firm of Christian, Barton, Parker & 
Boyd. 

'5 Williston, Contracts 4322-4324 (Rev. ed. 1937). 

“Id. at 4330 

"Id. at 4331. 


table rights and duties and the exercise of 
jurisdiction in awarding equitable remed- 
ies... Where a written agreement is not in 
conformity with the actual intention of the 
parties in a material matter, a court of 
equity will reform the writing in accord- 
ance with that intention.’ As stated in 
Columbian National Life Insurance Com- 
pany v. Black:* 


“The power of a court of equity to 
reform an instrument so that it will ex- 
press the actual agreement of the parties, 
in the case of mutual mistake, or mistakes 
upon the part of one and fraud or in- 
equitable conduct on the part of the oth- 
er, is well recognized.***” 


Cases involving fraud or inequitable con- 
duct on the part of either party to the in- 
surance contract will not be considered in 
this article but only those cases wherein 
reformation is allowed for mutual mistake. 

The general rule is that proof of mutual 
mistake such as will warrant reformation of 
a contract must be clear, convincing and 
satisfactory. The rule is set forth precise- 
ly by the Supreme Court of Appeals of Vir- 
ginia in Warner Moore & Co. v. Western 
Assurance Company:' 


“The law applicable to the controversy 
here is too well settled to admit of dis- 
cussion. In fact, there is practically no 
contention between counsel as to law of 
the case, viz: that while a court of equity 
has jurisdiction to reform and enforce 
contracts of insurance on the ground of 
fraud or mistake, relief will not be grant- 
ed in any case except where there is a 
plain mistake, clearly made out by satis- 
factory and unquestionable proof, or the 
fraud relied on is established by the same 
degree of proof.” 


‘2 Pomeroy, Equity Jurisprudence 1705 (4th ed. 
1918). 

°3 \vinliston, op. cit. supra, note 1, at 4336. 

°35 F.2d 571, 573 (10th Cir. 1929). See also 4 
Pomeroy, op. cit. supra, note 4, at 3279 and Restate- 
ment, Contracts § 504 (1932). 

7103 Va. 391, 394, 49 S.E. 499, 500, (1905). 
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A Consideration of the Cases 


To determine just what the courts have 
construed to be mutual mistakes in con- 
tracts of insurance such as would warrant 
equitable relief, specific cases will be exam- 
ined hereinafter and the application of the 
principles of law to the facts will be con- 
sidered.° 

A leading case is Columbian National 
Life Insurance Company v. Black.’ Ap- 
plication was made by the insured for a 
$10,000.00 policy. The printer used the 
form for an ordinary life policy for the first 
page, correctly providing an option of re- 
ceiving $3,040.00 cash at the end of 20 
years. However, on the reverse side the 
printer erroneously used the form for an 
endowment policy which provided an op- 
tion to receive $10,000.00 cash at the end 
of the same period. Upon discovery of this 
error the company notified the defendant 
and asked to take the policy up and issue 
one that was in accord with the application, 
which request the defendant declined. 
Thereafter, the premium for an ordinary 
life policy was tendered by the insured 
each year and accepted by the insurer until 
the end of the 20 year period, at which time 
the insured demanded the sum of $10,- 
000.00 under the terms of the policy. Im- 
mediately thereafter a bill in equity was 
filed by the company to reform the policy. 
The court observed that the error in the 
policy was a patent and manifest absurdity 
and said: 


“While courts are properly reluctant 
to alter the terms of a written agreement, 
even in equity, and do not do so unless 
the proof is clear and convincing, we are 
of the opinion that the uncontradicted 
and indisputable facts in this case require 
the interposition of equity. It is true the 
defendant on the stand and in his letters 
denies any mistake on his part. But his 
actions speak louder than his words. He 
applied for an ordinary life policy; 
without any quibble, and in response to 
his application, he received a policy that 
manifestly was in error. He also paid 
for an ordinary life policy. When he 
received the policy he either did not or 
did notice the error. If he did not notice 
it, the mistake was mutual. If he did 


‘See Peterson, The Liability of an Insurance 
ow for Mistakes in its Policies and Corres- 
pondence, Legal Section American Life Convention 
(1939), and Annotation, 125 A.L.R. 1058, for excel- 
lent reviews of the pertinent cases. 

*35 F.2d 571. 
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notice and said nothing about it, he was 
guilty of such inequitable conduct as to 
amount to fraud. * * * Without resorting 
to any oral evidence, the papers of this 
case on their face bear conclusive proof 
of a mistake that can be and should be 
corrected in equity.”” 


In New England Mutual Life Insurance 
Company v. Jones." The insurer brought 
suit for reformation of a 20-payment life 
insurance policy in the amount of $1,500.00 
with a provision for double indemnity for 
accidental death. By clerical error the sum 
of $5,000.00 was inserted in the double in- 
demnity provision rather than the correct 
figure of $1,500.00. A premium in the 
proper amount for double indemnity pro- 
tection of only $1,500.00 was paid. ‘The 
insured died by accident and thereafter the 
present action for reformation was brought 
to rectify the error in the policy. Reforma- 
tion of the policy was allowed to correct the 
clerical error. 


“*** He (the insured) knew that 
what he was buying was a double in- 
demnity policy, and that $3,000 and not 
$6,500 was the double of $1,500, and that 
therefore, what should have been insert- 
ed was “Fifteen Hundred and not “Five 
Thousand.” He had no right to take 
any other view of the matter. It fol- 
lows that plaintiff is entitled to the re- 
lief it seeks. It makes no difference 
that suit was not brought until after the 
death of the insured * * *.””” 


In Berry v. Continental Life Insurance 
Company,* through clerical error a 20-pay- 
ment life policy issued by the insurer pro- 
vided for a cash settlement of $2,000.00 
rather than the proper sum of $952.00. 
The court held that the insurer was en- 
titled to reformation of the contract of in- 
surance inasmuch as the kind of policy 
applied for and the polciy which the in- 
sured received both disclosed that there 
clearly was a mistake when $2,000.00 was 
written in the policy instead of $952.00. 
The court observed that while courts are 
reluctant to change the terms of the writ- 
ten contract, nevertheless, in this case the 
plaintiff applied for and received a policy 
entitling him to $952.00 instead of 


$2,000.00 and the insurer would be entitled 


wd. at 574. 

"] F, Supp. 984 (E.D. Ky. 1930). 

“21 bid. 

8294 Mo. App. 1207, 33 $.W.2d 1016 (1931). 
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to have the policy reformed to meet the 
real intention of the parties. 


Buck v. Equitable Life Assurance So- 
ciety, was a case in which the insurer ask- 
ed reformation of a policy which had been 
issued to the insured providing, through 
clerical error, for a guaranteed cash value 
of $1,000.00 at the end of 15 years whereas 
the correct amount should have been 
$408.00. The evidence disclosed that policy- 
holders at the age of the insured were re- 
quired to pay an annual premium of $86.59 
in order to receive a cash surrender value 
of $1,000.00 at the end of 15 years, whereas 
the insured had paid an annual premium 
of only $56.64 (which would yield a cash 
reserve value of no more than $408.00 for 
the same period of time). This was held 
to be an obvious mistake for which re- 
formation should be allowed so as to have 
the policy express the amount properly due 
in accordance with the intention of the 
parties. 

So, too, in Home Life Insurance Com- 
pany of America v. McCarns,” the insurer 
filed a bill in equity for reformation of a 
contract of insurance to which bill the in- 
sured demurred. The insurer had issued 
a 20-payment life insurance policy for 
$1,000.00 under the terms of which a cash 
surrender value of $878.00 was provided. 
All premiums were paid when due for a 
period of 20 years until the insured elected 
to demand payment of the cash surrender 
value of $878.00. It then was discovered 
that by clerical error the sum of $878.00 
had been inserted whereas the proper 
amount should have been $578.00 and the 
insured sought reformation of the policy 
to correct this error. The court overruled 
the insured’s demurrer and held that the 
bill in equity had stated a case for which 
reformation should be allowed, saying: 


“A court of equity cannot change or 
reform an agreement which is actually 
made by the parties thereto; that would 
be making a new contract for them which 
no court can do. 

* * * 


“Where, however, a written instrument 
is merely intended to record a prior, 
definite and specific oral understanding 
of the parties, but, because of a mutual 
mistake, that instrument fails to set out 
the prior agreement correctly in some 


“96 Wash. 683, 165, Pac. 878 (1917). 
*25 Del. Ch. 220, 16 A.2d 587 (1940). 
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material respects, a court of equity will 
ordinarily reform it.”” 


In Prudential Insurance Company of 
America v. Deane,” the insurer filed a bill 
in equity for reformation of its policy ot 
insurance wherein, through clerical error, 
a so-called “20-payment life policy” was is- 
sued instead of a “whole life accidental 
death and benefits” policy as had been ap- 
plied for by the insured. ‘The former po- 
licy was one under which premiums arc 
payable for 20 years, or until death of the 
insured prior to the expiration of 20 years, 
whereas under the latter policy premiums 
are payable during the entire life of the 
insured. The policy actually issued pro- 
vided for an annual premium of $64.95, 
this sum having been the correct premium 
for a “whole life” policy, but the annual 
premium properly due for a “20-payment 
life” policy would have been $86.90. Re- 
formation of the policy was allowed upon 
the ground of mutual mistake inasmuch as 
the policy issued was not in accordance 
with the intent of the parties. 

In Neary v. General American Life In 
surance Company,” action was brought by 
the insured against the insurer for amounts 
due under a policy of life insurance and 
the insurer filed a cross-action seeking re- 
formation of the policy. The insured pur- 
chased a policy of life insurance in the 
face amount of $2,000.00 for 20 years. The 
policy contained several options one of 
which provided, through clerical error: 


“On the 8th day of October, 1939 (be- 
ing the policy anniversary date on which 
the insured shall have attained the age of 
65, nearest birthday) on surrender of this 
policy while in full force and effect, the 
company agrees to pay $2,000.00 in one 
sum to the insured or his assigns.” 


The proper amount to have been in- 
serted in this option should have been 
$1,000.00. The court held that where, as 
in this case, the policy provided for too 
great a cash settlement, in legal contempla- 
tion this error amounted to a mutual mis- 
take of fact which would justify reforma- 
tion of the policy. 

In Metropolitan Life Insurance Com- 
pany v. Oseas,” the insurer brought suit in 
equity to reform a policy of life insurance. 





“Td. at 223, 16 A.2d at 589. 

"26 Del. Ch. 255, 27 A.2d 365 (1942). 
“140 Neb. 756, 1 N.W.2d 908 (1942). 
261 App. Div. 768, 27 N.Y.S.2d 65 (1941). 
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The insured applied for insurance policy 
“designated in rate book as 20-payment 
life” in the sum of $1,000.00. When issued, 
the policy complied with the requirements 
of the application and on its face showed 
$1,000.00 was payable on the death of the 
insured. However, on the second page of 
the policy, under the table of guaranteed 
loan values and surrender options, there 
appeared two schedules of values, both in- 
creasing as the policy became older. The 
first schedule showed cash or loan values 
and the second schedule “paid up life in- 
surance”. The paid up value in the nine- 
teenth year was shown as $930.00. By 
clerical error the figures “$2,000.00” 
were placed in the column of paid-up va- 
lues for the twentieth year instead of the 
proper figure of “$1,000.00”. The error 
did not come to the attention of the com- 
pany until after the twentieth year. The 
court held that reformation should be al- 
lowed inasmuch as the evidence showed an 
intention to have issued a policy “as de- 
signated in the rate book”, which meant 
the usual provisions as to policies of the 
kind applied for, including the usual provi- 
sions as to surrender value. 

In Schmidt v. Prudential Insurance Com- 
pany of America,” action was brought by 
insured to recover disability income bene- 
fits and the insurer sought reformation of 
the policy. The insured applied for a life 
insurance policy providing for disability 
benefit income of $25.00 a month, premi- 
ums having been computed on such basis. 
However, as the result of a clerical error, 
the policy provided for disability income 
of $50.00 per month. This policy was is- 
sued in 1925 and in 1929 the insured be- 
came permanently disabled and insurer 
made monthly payments at the erroneous 
figure of $50.00 per month for 94 months 
before the mistake was discovered. The 
insurer in addition to seeking reformation 
also demanded judgment on its counter 
claim for the amount of the overpayments 
to the insured. The court, holding that 
life insurance policies, like all contracts, 
are subject to reformation for mutual mis- 
take and that this policy should be reform- 
ed, said: 


“It is further argued that no mutual 
mistake was made since if a mistake was 
made, it was made by the defendant’s 
clerks and not by the plaintiff. That 
argument, in our opinion, ignores the 


935 Wis. 503, 292 N.W. 447 (1940). 
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nature of an application for life insur- 
ance, its acceptance by the company fol- 
lowed by the issuance of a policy pur- 
suant to such application.” 

* * * 

“The plaintiff did not expect, or could 
not have expected, that he would be 
given benefits or advantages which un- 
der the premium paid he was not en- 
titled to. Had a mistake in favor of the 
defendant, instead of the plaintiff, been 
made, the plaintiff doubtless would have 
maintained, and rightly, that he was en- 
titled to a reformation of the policy. If 
the defendant had mistakenly inserted in 
its policy a disability income of $15 per 
month instead of $25 a month, the cor- 
rect amount, reformation undoubtedly 
would have been decreed.” (Emphasis 
added) * 


The court went on to hold that since the 
excess payments were made by mistake the 
insurance company should be allowed to 
recover them saying: 


“We appreciate that this is a ‘hard case’. 
Hard cases are those which give rise to 
sympathy. Such cases sometime result in 
bad law. We consider that simple jus- 
tice requires that mutual mistakes in in- 
surance policies be corrected by courts 
of equity when such mistakes are satis- 
factorily proven, regardless of whether 
such mistakes are in favor of or against 
an insured.”* 


A glaring mistake was the object of 
Metropolitan Life Insurance Company v. 
Henriksen.“ There the insurer sought re- 
formation of a life insurance policy in 
which, through clerical error, the insurer 
was given the option at the end of 20 
years to receive an annuity providing for 
the yearly payment of $1,051.00 during the 
life of the insured. The correct sum should 
have been $10.51. The policy was origin- 
ally issued in 1932 and in 1950 the insurer, 
through one of its agents, learned for the 
first time that the policy provided for an 
annuity of $1,051.00 annually rather than 
$10.51, the correct amount. Reformation 
of the policy was allowed on the basis of 
mutual mistakes. 


In Freestone v. Prudential Insurance 


“Yd. at 513, 292 N.W. at 451. 

=JId. at 514, 292 N. W. at 452. 

“Yd. at 515, 292 N.W. at 452. 

*6 Ill. App. 2d 127, 126 N.E.2d 736 (1955) . 
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Company of America,” an action was 
brought by the beneficiary to recover pro- 
ceeds of a life policy in the amount of 
$13,200.00 in which action the insurer ad- 
mitted liability of only $2,400.00. The in- 
surer sought reformation of the policy on 
the ground of mutual mistake in the form 
of a clerical error in the preparation of the 
policy. The insured had made application 
for a policy of $1,200.00 and the premium 
was determined accordingly. However, 
when the policy was issued the sum of 
$12,000.00 was erroneously inserted in one 
portion rather than the proper sum of 
$1,200.00 The court held that the well set- 
tled rule of law is that an insurer is en- 
titled to reformation of the policy in the 
case of mutual mistake and overruled the 
beneficiary’s motion to strike the insurer’s 
complaint. 


As is only proper, this problem of mutu- 
ality of mistake is a two-way street and, 
therefore, the insured in a given case is 
entitled to reformation of the contract of 
insurance under the same principles. For 
example in Kaiser v. Carolina Life Insur- 
ance Company,” a beneficiary under a po- 
licy brought an action for reformation of 
a life insurance policy for recovery of dou- 
ble indemnity benefits by reason of the 
accidental death of the insured. The evi- 
dence disclosed that the insured originally 
procured a life policy which contained an 
“aviation clause” excluding liability and 
which also excluded double indemnity 
coverage for injuries contracted or sustain- 
ed in operating or handling any vehicle 
or mechanical device for “aerial naviga- 
tion”. Shortly thereafter negotiations were 
conducted with the insurer to obtain an en- 
dorsement eliminating such exceptions, 
which endorsement made specific reference 
to thé “aviation clause” only. The bene- 
ficiary contended that it was the inten- 
tion of the parties that all exceptions as 
to aviation hazards were to have been eli- 
minated including that for double indem- 
nity. The court held that the evidence 
sustained the finding that there was a mu- 
tual intent of the parties that death by 
aviation accident was removed from the 
exceptions from liability both on the face 
of the policy as well as in the double in- 
demnity provision. Accordingly, the policy 
was reformed. 

Also, in Bankers Fire Insurance Com- 


*139 F.Supp. 665 (N.D. Iowa, 1956). 
*219 S.C. 456, 65 S.E.2d 865 (1951). 
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pany v. Henderson,” reformation of a fire 
insurance policy at the instance of the in- 
sured was allowed where it appeared that 
by mutual mistake certain property destroy- 
ed by fire had not been included within 
the coverage of the policy. The policy was 
reformed to cover the omitted property. 

In Temple v. Virginia Auto Mutual In- 
surance Company,* the insured brought 
suit in equity for the reformation of an 
automobile liability insurance policy con- 
tending that by mutual mistake of the par- 
ties the policy had failed to include cer- 
tain motor vehicles of the insured. The 
court concluded that the evidence warrant- 
ed the granting of such reformation of the 
policy. 

It should be observed, however, that re- 
formation has been denied in a few cases 
even though a clerical error definitely was 
established. Such a case is Hayes v. Travel- 
ers Insurance Company.” The insurer 
sought reformation of a life insurance 
policy containing provision for disability 
benefits. ‘he policy was originally issued 
for $10,000.00 in the event of death of the 
insured with $100.00 monthly payments in 
the event of permanent total disability. 
The policy was subsequently revised so as 
to provide only $5,000.00 as to death bene- 
fits but the policy still specified $100.00 
monthly benefits in the event of disability. 
Insurer contended that due to mistake the 
converted policy provided for $100.00 
monthly disability benefits whereas $50.00 
was the proper sum. In denying reforma- 
tion the court reviewed the evidence and 
concluded that the revised policy was 
written in accordance with the insured’s 
understanding with an agent of the insur- 
ance company. The court pointed out that 
reformation would have been allowed had 
there been mutual mistake of the parties 
but in this case, where there was an agree- 
ment between the parties, irrespective of 
clerical error, the polciy would not be re- 
formed. 

In Porter v. Commercial Casualty Insur- 
ance Company,” the insured sued to re- 
cover benefits under a policy providing cov- 
erage for illness and accident. The insurer 
requested reformation of a rider attached 

7196 Va. 195, 83 S.E.2d 424 (1954). See also 
Universal Insurance Company v. Mouel, 165 Va. 
651, 183 S.E. 230 (1936); Warner Moore and Com- 
pany v. Western Assurance Company, 103 Va. 391, 
19 S.E. 499 (1905). 

“181 Va. 561, 25S.E.2d 268 (1943). 

“93 F.2d 568 (10th Cir. 1937). 

"292 N.Y. 176, 54 N.E.2d 353 (1944). 
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to the policy. The evidence disclosed that 
the insured had originally obtained a 
“Class A” policy providing coverage for ill- 
ness and accident “for a period of not ex- 
ceeding 52 weeks”. Thereafter, the insured 
having assumed a more hazardous occupa- 
tion, she approached the representative of 
the insurer and requested a change in her 
policy to cover this situation. The insurer 
prepared and returned a rider by which the 
policy classification was changed from “A” 
to “B”, the premium was increased, the 
accidental death benefits reduced and, in 
addition, the rider contained the following 
language: 


“It is also understood and agreed that 
in consideration of the payment of an ad- 
ditional payment of $.95 quarterly, this 
policy is hereby extended to cover any 
period of incapacity caused by accident 
only for which the employee is entitled 
to indemnity or compensation under any 
workmen’s compensation act.” (emphasis 
added). 


The company took the position that there 
had been a mutual mistake of fact in that 
neither the insurer nor the insured intend- 
ed to increase the period for which the 
company had contracted to make disability 
payments under the “Class A” policy orig- 
inally issued. The court denied reforma- 
tion and pointed out that assuming the in- 
surer’s agent made a mistake in extending 
payments for disability beyond 52 weeks, 
nevertheless, there was no evidence that the 
insured was in any way mistaken in accept- 
ing such a policy. The court said that the 
insured had sought the best and most ex- 
tended coverage that she could obtain from 
the company with which she was dealing 
and was entitled to rely upon the policy as 
issued. The intention of the parties was 
such that there had been no mutual mis- 
take of fact in the policy actually issued by 
the company. 

In New York Life Insurance Company 
v. Dickensheets," the insurer sued for re- 
formation of a policy of life insurance in 
which, through clerical error, the number 
of years during which the insured would 
be required to pay premiums under the 
policy was set forth as “21” rather than 
“31”. Reformation of the policy was re- 
quested so as to require the insured to 
pay the premiums of the policy for 31 
years rather than 21 years as provided in 


*165 Kan. 159, 193 P.2d 649 (1948). 
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the policy. In denying the request for 
reformation, the court held that there was 
sufficient evidence to substantiate the in- 
sured’s contention that he had, in fact, been 
lead to believe and had contracted for a 
policy which would be paid up in 21 years 
and that the insurer had failed to carry the 
burden of proving that there was a mutual 
mistake which would have warranted re- 
formation. 


Effect of Negligence of the Insurer 
In Preparation of the Contract of 
Insurance 


Inasmuch as the written contract of in- 
surance between insurer and insured of nec- 
essity is prepared by the insurer the negli- 
gence of the insurer sometimes has been 
interposed as a defense to an action for 
reformation. Such a defense was asserted 
in Columbian National Life Insurance 
Company v. Black,” in which it was claimed 
that the company was negligent in failing 
to discover the error in the policy. The 
court followed the generally accepted view: 


“* * * Apart from the question wheth- 
er negligence must be accompanied by 
prejudice, it is sufficient to say that 
negligence is not in itself a defense 
else there would be no ground for re- 
formation for mistake, as mistakes nearly 
always presuppose negligence. 

* * * 

“In Skelton v. Federal Surety Co. 
15 F. (2d) 756, 759, Judge Booth, speak- 
ing for the 8th Circuit Court of Appeals, 
held: ‘Mere negligence, not amounting 
to the violation of a positive legal duty, 
does not prevent reformation, and espe- 
cially if it appears that the other party 


9 9933 


has not been prejudiced thereby’. 


As stated in Pomeroy’s Equity Jurispru- 
dence: 


“* * * As a second requisite, it some- 
times has been said in very general terms, 
that a mistake resulting from the com- 
plaining party’s own negligence will 


"35 F.2d 571 (10th Cir. 1929). 

“Jd. at 575. This rule has been followed in: 
Home Life Insurance Company of America v. Mc- 
Carns, 25 Del.Ch. 220, 16 A.2d 587 (1940); Mutual 
Life Insurance Company v. Metzger, 167 Md. 27, 
172 Atl. 610 (1934) ; Berry v. Continental Life Insur- 
ance Company, 224 Mo.App. 1207, 33 S.W.2d 1016 
(1931); Neary v. General American Life Insur- 
ance Company, 140 Neb. 756, 1 N.W.2d 908 (1942). 
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never be relieved. This proposition is 
not sustained by the authorities. It 
would be more accurate to say that 
where the mistake is wholly caused by 
the want of that care and diligence in 
the transaction which should be used by 
every person of reasonable prudence, and 
the absence of which would be a viola- 
tion of legal duty, a court of equity will 
not interpose its relief; but even with 
this more guarded mode of statement, 
each instance of negligence must depend 
to a great extent upon its own circum- 
stances. It is not every negligence that 
will stay the hand of the court. The con- 
clusion from the best authorities seems 
to be, that the neglect must amount to 
a violation of a positive legal duty. The 
highest possible care is not demanded. 
Even a clearly established negligence may 
not of itself be a sufficient ground for 
refusing relief, if it appears that the other 
party has not been prejudiced thereby.” 
(emphasis added)” 


In New York Life Insurance Company v. 
Kimball,* the court held, in determining 
that an insurer was not entitled to reforma- 
tion of a policy for a clerical error, that 
under the circumstances of the case the 
clerk of the insurer was guilty not only of 
negligence but of gross negligence and the 
court stated that equity will not relieve a 
party from the results of his own careless- 
ness and negligence under such circum- 
stances. However, this case is of doubtful 
authority in view of the fact that judg- 
ment for the insurer ultimately was af- 
firmed.” 


Applicability of Statute 
Against Discrimination 


Often the insurer will assert as a ground 
for reformation the provisions of a so-called 
“statute against discrimination”. Such 
statutes vary from state to state but general- 
ly they prohibit discrimination between 
policyholders of the same class and of equal 
expectancy of life. This argument was 
made by the insurer in Hayes v. Travelers 
Insurance Company,” and the court con- 
cluded that the applicable Oklahoma sta- 
tute would not preclude recovery under the 


*2 Pomeroy, op. cit. supra note 4, at 1747. 

*193 Vt. 147, 106 Atl. 676 (1919). 

™Kimbell v. New York Life Insurance Company, 
98 Vt. 192, 126 Atl. 553 (1924). 

93 F.2d 568 (10th Cir. 1937). 
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policy in question. This view has been fol- 
lowed in a number of cases.” 

A contrary view, however, was taken in 
Schmidt v. Prudential Insurance Company 
of America,” wherein the court said: 


“* * * Clearly the defendant intended 

to issue the policy applied for. When 
the plaintiff's application was accepted 
there was a meeting of the minds as to 
the kind of policy to be issued. In our 
opinion, the mistake was mutual. While 
the mistake was made by someone in de- 
fendant’s home office it does not follow 
that the mistake was unilateral, since in- 
surance companies are not permitted to 
treat persons of the same class differently. 
Sec. 206.33 (1), Stats., provides: 
(1) No life insurance company shall 
make or permit any distinction or dis- 
crimination between insurants of the 
same class and equal expectation of life 
in the amount of payment of premiums 
or in any return of premium, dividends 
or other advantages.” 


Applicability of Incontestable Clause 


The “incontestable clause” in an insur- 
ance policy has been relied upon by the 
insured in some instances in an attempt to 
defeat the insurer’s action for reformation. 
This defense practically uniformly has been 
held untenable, as in Freestone v. Pruden- 
tial Insurance Company of America." The 
incontestable clause in the policy which 
was the subject of that suit read as follows: 


“Incontestability.—This policy shall be 
incontestable, except for default in pay- 
ment of premium for more than thirty- 
one days, after it has been in force dur- 
ing the life time of the Insured for two 
years from the date of issue hereof.” 


The court cited with approval Columbian 
National Life Insurance Company v. 
Black,” and, specifically, the following: 


“Both the policy applied for and the 
one issued provide, in substance, that 


“Metropolitan Life Insurance Company v. Asoff- 
ky, 38 F.Supp. 464 (D.C. N.J., 1941); National 
Fidelity Life Insurance Company v. Gerard, 175 
Okla. 219, 52 P.2d 1, (1935); Kaufman v. New 
York Life Insurance Company, 315 Pa. 34, 172 
Atl. 306 (1934). 

235 Wis. 503, 513, 292 N.W. 447, 451 (1940). 

“For a similar view see Young v. Metropolitan 
Life Insurance Company, 28 Ohio N.P.N.S. 179 
(1930). 

“139 F.Supp. 665 (N.D. Iowa, 1956). 

“35 F.2d 571, 577 (10th Cir. 1929). 
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‘after one year from date hereof this 
policy shall become incontestable’, save 
for non-payment of premiums. It is 
claimed that this provision bars this ac- 
tion. The contention is not sound. This 
is not a contest of the policy, but a pray- 
er to make a written instrument speak 
the real agreement of the parties. It 
would hardly be suggested that an as- 
sured, who brings an action to reform a 
policy and to recover under it as re- 
formed, was contesting the policy within 
the meaning of this clause. Yet the clause 
is not one-sided, and the right of the 
assured to have the writing express the 
agreement actually made is no greater 
than the right of the assurer. * * * 
Without going at length into the pur- 
pose and history of the clause and with- 
out intimating that an actual contest 
may not be found under the cloak of re- 
formation, we hold that an action to cor 
rect a purely clerical error in a policy 
issued, so that it will speak the truth as 
to the agreement of the parties, is not 
barred by the incontestable clause.” 


One of the few cases holding to the con- 
trary is Richardson v. Travelers Insurance 
Company.“ In commenting on this case, 
the court stated in Freestone v. Prudential 
Insurance Company of America: 


“The case of Richardson v. Travelers 
Ins. Co., supra, which, as noted, held 
that the incontestable clause barred an 
action for reformation based upon cleri- 
cal error in the issuance of the policy, 
was the subject of wide-spread law com- 
mem. ° °° 

The comments recognized that the 
holding of the Richardson case was out 
of line with the holdings of other courts. 
the greater number of the comments are 
critical of the holding.”” 


Acquiescence, Laches or Estoppel 


It frequently is asserted that equitable 
relief in the form of reformation of an in- 


“This view has been followed in: Metropolitan 
Life Insurance Company v. Henriksen, 6 Ill. App. 
2d 127, 186 N.E.2d 736 (1955); Neary v. General 
American Life Insurance Company, 140 Neb. 756, 
1 N.W.2d 908 (1942); Young v. Metropolitan Life 
Insurance Company, 28 Ohio N.P.N.S. 179 (1930); 
American National Insurance Company v. Mc- 
Phetridge, 28 Tenn. App. 145, 187 S.W.2d 640 
(1945) ; Buck v. Equitable Life Assurance Society, 
96 Wash. 683, 165 Pac. 878 (1917). 

“171 F.2d 699 (9th Cir. 1949). 

139 F.Supp. 665, 671 (N.D. Iowa, 1956). 
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surance contract is precluded by reason of 
acquiescence in the error or by reason of 
delay in bringing suit. This argument, of 
course, arises from the fundamental prin- 
ciple that equity aids the vigilant, not those 
who slumber on their rights.“ 

In Columbian National Life Insurance 
Company v. Black,” the question of laches 
was raised by the insured in the action of 
the insurer for reformation. It appeared 
that the insurer, or its predecessor, knew 
of the error in the insurance policy for 
20 years and brought no action to rectify 
it. The insured was advised of the error 
after it was discovered. Premiums had been 
paid by the insured and accepted by the in- 
surer throughout the intervening period. In 
passing on this the court stated: 


“** * Tt is true that the plaintiff in 
error, or its predecessor, knew of the er- 
ror for 20 years, and brought no action 
to rectify it. It does not appear that the 
defendant was prejudiced by this delay. 
The defendant testified that, because he 
held his policy, he let others lapse; but 
he cannot seriously contend he lapsed 
these other policies on the hope of some 
day getting more than he asked for or 
paid for from this policy; and if he did, 
and is disappointed, the prejudice re- 
sults not from the delay but from ill- 
begotten hope.* * *’”" 


The court concluded that laches was not a 
bar to the relief sought. 

And in Prudential Insurance Company 
of America vy. Deane,” it appeared that the 
insured had paid premiums on the subject 
policy for 20 years before the mistake was 
discovered as the result of which the in- 
sured contended that the insurer was guilty 
of laches and should be barred of its ac- 
tion. The court observed: 


“Complainant is willing that the in- 
sured should have all for which he bar- 
gained and paid. In consequence the 
defense of laches must fail.’”” 


A recent case in which the doctrine of 
laches was imposed in the denial of an 


“Vigilantibus non dormientibus aequitas sub- 
venit; | Pomeroy, op. cit. supra, note 4, at 783. 

“35 F.2d 571 (10th Cir. 1929). 

“Id. at 575. 

“26 Del. Ch. 255, 27 A.2d 365 (1942). 

“Id. at 260, 27 A.2d at 368. See Metropolitan 
Life Insurance Company v. Henriksen, 6 ar 
2d 127, 136 N.E.2d 736 (1955); Buck v. Equitable 
Life Assurance Society, 96 Wash. 683, 165 Pac. 878 
(1917) . 
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action by an insurer for reformation of a 
life insurance policy is American National 
Insurance Company v. McPhetridge.“ An 
insurance policy was applied for by the in- 
sured for the sum of $230.00 and, through 
clerical error, the policy was issued for 
$430.00. Neither the insured nor his wife, 
the beneficiary, could read or write. Within 
ninety days after the issuance of the policy 
the soliciting agent for the insurer saw the 
policy and knew of the error that had been 
made but did not bring this to the atten- 
tion of the insured, the beneficiary or the 
insurer. After the death of the insured the 
error was discovered. The court denied 
the request for reformation upon the 
ground that the delay of approximately 9 
years before instituting proceedings to have 
the error rectified required the imposition 
of the doctrine of laches. It should be 
noted, however, that the doctrine of laches 
was applied in this instance upon the show- 
ing that not only did the insurer’s agent 
know of the error many years before the 
suit for reformation was instituted (which 
knowledge was imputed to the insurer) but 
this error was never brought to the atten- 
tion of the insured.” 

28 Tenn.App. 145, 187 S.W.2d 640 (1945). 

See, also New York Life Insurance Company v. 
Street, (Tex.Civ.App.) 265 S.W. 397 (1924). 
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Conclusion 


From the foregoing authorities it is ap- 
parent that the insurance contract usually 
is construed as any other contract, and 
properly so. As such, in the event of mu- 
tual mistake it is susceptible of equitable 
remedies. 


In the case of the clerical error, the mu- 
tuality of mistake consists of the failure to 
reduce to writing the actual contract be- 
tween the parties. The test then is: What 
was the intention and agreement of the par- 
ties? If by reason of clerical error the in- 
tention of the parties is not correctly ex- 
pressed in the written contract of insurance, 
then reformation will be allowed provided, 
of course, other equitable principles, above 
discussed, do not come into play. 


The courts generally have followed the 
basic principle that the province of reform- 
ation of the insurance contract is to make 
the writing express the original bargain of 
the parties, nothing else.” With few ex- 
ceptions the orderly development of this 
segment of the law has been of immeasur- 
able benefit to the insured and the insurer 
alike. 


"5 Williston, op. cit. supra, note 1, at 4343. 


Insuring Juvenile Delinquency 


Joun R. Forpe, JR. 
Walnut Creek, California 


HE WRITER in a previous article in 

this Journal, (“Rebirth of The Ju- 
venile Tort” October 1955 Issue, Vol. 
XXII No. 5 pp 507-510), discussed general- 
ly the problems of the torts of minors as 
related to the recovery by injured persons 
under comprehensive personal liability 
policies maintained by the parent of the 
offending minor. 

Recent legislation and judicial decisions 
in California, coupled with the increased 
civic alarm over juvenile delinquency, ren- 
ders re-examination of the entire problem 
mandatory in the opinion of the writer. 

The 1955 California State Legislature 
enacted into law a statute making the pa- 
rent jointly and severally liable with the 


minor for intentional damage to property 
with a Three Hundred Dollar maximum 
limitation on recovery. (Chapter 820 Laws 
of California 1955 adding Section 1714.1 to 
the California Civil Code). That statute is 
rather short and reads as follows: 


“Any act of wilful misconduct of a mi- 
nor which results in any injury to the 
property of another shall be imputed to 
the parents having custody or control 
of the minor for all purposes of civil 
damages, and such parents having cus- 
tody or control shall be jointly and sev- 
erally liable with such minor for any 
damages resulting from such wilful mis- 
conduct. 
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“The joint and several liability of one 
or both parents having custody or con- 
trol of a minor under this section shall 
not exceed Three Hundred Dollars 
($300) for each tort of the minor. The 
liability imposed by this section is in 
addition to any liability now imposed by 
law.” 


Similar legislation is currently being con- 
sidered in the legislatures of other states. 
The California statute above quoted was 
brought about through numerous civic 
complaints against collective juvenile 
vandalism. It was felt that one 
of the principal causes of juvenile 
delinquency was the widespread and wan- 
ton abdication of parental responsibility 
by parents solely dedicated to the advance- 
ment of their own economic status in the 
community. To deter this, it was decided 
that an attack on the family purse was the 
logical remedy. Hence, the above legisla- 
tion. 

Quite recently in San Leandro, Califor- 
nia, several police officers were physically 
beaten in a juvenile riot which has aroused 
public indignation. A local judge, in deal- 
ing with the minors on criminal charges, 
also recommended that the officers injured 
institute civil actions for recovery of dam- 
ages to their uniforms and equipment. 
What deterrent effect this will have is dif- 
ficult to measure at this time. However, 
the incident has touched off further civic 
demands for enlargement of the parents’ 
civil liability for juvenile torts. 

The effect of this legislation from the 
standpoint of recovery under existing 
comprehensive personal liability policies 
can readily be forecast. The first con- 
clusion that one might draw is that the 
insurer will not be liable because insuring 
against an intentional tort or wrong is 
contrary to public policy and the insurance 
contract will not be so construed. How- 
ever, the writer desires to point out that 
just the contrary will probably occur. 


In 1954, a case arose in California in- 
volving a minor who was alleged to have 
intentionally damaged school property. It 
was first appealed to the District Court of 
Appeal. (/rving Arenson v. National Auto 
& Casualty Insurance Co. (1954) , 276 P.2d 
140. It was then appealed further and 
decided by the California Supreme Court 
in 1955 (45 A.C. 85, 286 P.2d 816). 

The insured brought the action against 
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his comprehensive personal liability car- 
ricr to determine his rights to recovery un- 
der the policy. The liability of the parent 
to the school district was predicated on 
an older statute making the parent liable 
to the school district for wilful damage to 
school property by the child. (California 
Education Code #16074). This latter sta- 
tute has been on the books for a good num- 
ber of years. From the standpoint of our 
problem, it differs materially from the 
above 1955 act only in one respect, there 
is no monetary limitation on the amount 
of recovery against the parent where school 
property is involved. 

Before discussing the decisions of both 
the district court of appeal and the supreme 
court, it would be well to point out by 
quotation the particular CPL policy pro- 
vision involved, noting only that the pro- 
visions quoted are typical: 


“EXCLUSIONS:— 

(a) to injury, sickness, disease, death or 
destruction caused intentionally by or 
at the direction of the insured.” 


“II. DEFINITION OF INSURED. The 
unqualified word ‘insured’ includes (a) 
the name insured, (b) if residents of 
his household, his spouse, the relatives of 
either, and any other person under the 
age of twenty-one in the care of an in- 
sured...” 


The California District Court of Appeal 
was of the opinion that the insurer was not 
liable for the same reasons advanced by 
the writer on page 508, Insurance Counsel 
Journal, October 1955 issue, supra, which 
refer to the above quoted exclusion and 
definition in the policy. However, the 
supreme court thought otherwise and held 
the carrier liable. 

The district court of appeal reasoned 
that the child was an additional insured 
within the purview of the policy’s exclu- 
sion. The court phrased it this way: 


“The phrase, ‘the insured’ is a class 
term and by its very nature is all in- 
clusive. It refers to a class who are as 
such entitled to the protection under 
the policy. If one of them is entitled to 
coverage, all of them have the same right; 
if his conduct warrants the denial of his 
claim, all of the same class are so de- 
meg...” 
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The supreme court in its opinion noted 
the fact, as did the district court of appeal, 
that the insurer is not liable for the wrong- 
ful acts of its insured citing the California 
Insurance Code Section 533 which reads as 
follows: 


“An insurer is not liable for a loss caus- 
ed by the wilful act of the insured; but 
he is not exonerated by the negligence of 
the insured, or of the insured’s agents or 
others.” 


However, the court went on further and 
cited the usual rules about strictly con- 
struing a policy in case of ambiguity against 
the insurer. It added to its reason as fol- 
lows: 


“It has been held that an exclusion 
provision similar to the one involved 
here is reasonably understood as de- 
signed to prevent indemnifying one 
against loss from his own wrongful acts 
and cannot be construed to exclude cov- 
erage for the wilful acts of another in the 
absence of a clear explanation showing 
such intent .” (Citing cases) (Em- 
phasis ours). 


The court went on to say as follows: 


“Paintiff, the named insured, would 
obviously not be excluded from cover- 
age for the wrongful acts of his son if 
the clause defining additional assured 
persons did not appear in the policy. 
That clause was intended to_ benefit 
plaintiff by broadening coverage, and 
its purpose would be defeated if cover- 
age were restricted by using the clause 
to construe the excluded provision favor- 
ably to the defendant company.” 


The net result of this decision is that 
companies writing CPL policies are insur- 
ing against juvenile delinquency. As it 
stands now, such an underwriting policy 
is in direct conflict with the legislative 
purpose of parental liability statutes above 
cited and discussed. Now, thoughtless 
parents can redistribute the risk of loss oc- 
casioned by their delinquency onto the 
shoulders of sincere and devoted house- 
hold heads, thereby nullifying the goal of 
the legislature in enacting the parental 
civil liability statutes. 
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Obviously, the carriers have intended no 
such result. It is the writer’s opinion the 
coverage was possibly anticipated for those 
situations not involving malice or serious 
degrees of culpability such as one child in- 
juring another with a stick or toy, the play- 
ful push or practical joke, etc., to cover 
that twilight zone between mere negligence 
and actual malice. 

As impliedly indicated by the supreme 
court’s decision, amendment of the policy 
in a clear manner is necessary in order to 
change the situation. Whether this is to 
be done by a blanket clause making the 
intentional acts exclusion applicable equal- 
ly to both the named and additional as- 
sured presents a real underwriting problem. 
There is also the alternative of special ex- 
clusions eliminating damage due to van- 
dalism, riot, civil commotion and malicious 
mischief applicable to all persons covered 
in order to avoid conflicts with state legis- 
lative purposes but still, at the same time, 
covering the acts of minor additional as- 
sureds where the conduct is within the twi- 
light zone. 

Some insurance companies, as the result 
of the enactment of parental liability sta- 
tutes, commenced issuing CPL endorse- 
ments containing, among other things, the 
following: 


“EXCLUSIONS: 

This insurance does not apply: 
(d) to loss caused intentionally by an in- 
sured over the age of twelve years.” 


The writer assumes that the purpose of 
this was to cover the innocent child prank 
but not the juvenile delinquent. However, 
in view of the language in the Arenson 
case, it is extremely doubtful that the above 
exclusion will charge the insurers’ liabil- 
ity in juvenile cases. 

The underwriting problem therefore is 
manifold. It is both legal and social, pre- 
sent and prospective. The legal and social 
present aspects are pointed out above. Pros- 
pectively speaking, the insurers will have to 
watch closely the progress of state legisla- 
tion seeking to expand the scope of paren- 
tal civil liability for juvenile delinquency 
both from the standpoint of increased ex- 
posure and possible conflict between state 
legislative purposes and insurance under- 
writing policies. 
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Comparative Negligence in Automobile Cases* 


LAURENT K. VARNUM** 
Grand Rapids, Michigan 


NLESS we are prepared to abandon 
our fundamental concepts of the law 

of negligence, I can find no de- 
fensible reason for adopting any rule 
of so-called comparative negligence. 
The law of negligence is distinctively 
different from other fields of torts such 
as assault and battery and other wilful or 
intentional wrongs. It is based upon the 
concept that even though a person has no 
intention to injure another, nevertheless, 
if through lack of care he does cause injury, 
the person so injured should be compensat- 
ed. The idea is not to punish a person 
for his negligence, but only to compensate 
the injured party if the negligence of an- 
other caused his injuries. If a person’s 
negligence does not cause injury to anoth- 
er then he should not be called upon to 
respond in damages. Similarly, if the in- 
juries are caused by the negligence of the 
injured party himself, then he should not 
recover damages from another even though 
the other party was also negligent in con- 
nection with the same act or circumstances. 
This is the rule of contributory negligence. 
Contributory negligence is not a defense 
unless the negligence of the plaintiff was 
a proximate cause of the accident and the 
resulting injuries. Thus by the very defini- 
tion of contributory negligence it becomes 
apparent that if it had not been for the 
negligence of the plaintiff, there would 
have been no accident and no one would 
have been injured. Professor Marcus L. 
Plant of the University of Michigan in a 
letter to the secretary of this committee 
cited two recent Michigan cases as exam- 
ples of the so-called injustice resulting from 
the application of the doctrine of contri- 
butory negligence. He cites Levine v. 
Schonbon, 336 Mich. 312, and McKenzie 
v. Sternicki, 338 Mich. 487. These are typi- 
cal pedestrian cases where the plaintiff was 


*A committee on substantive law of the Judicial 
Conference of Michigan has had under considera- 
tion the recommending of a statute establishing 
in Michigan the doctrine of comparative negligence. 
When a majority of the committee approved the 
doctrine in principle, Mr. Varnum filed this minor- 
ity report. ’ ‘ _ 

**Of the firm of Varnum, Riddering, Wierengo 
& Christenson. 


held contributively negligent for failing 
to make reasonable and proper observation 
of oncoming traffic while crossing the 
street. It is, of course, obvious that if in 
either of these cases the plaintiff had exer- 
cised due care for his own safety, he would 
not have gotten in the path of defendant's 
car and there would have been no accident. 

It matters not that the defendant may 
have also been negligent in not seeing the 
plaintiff or in any other particular. Neither 
should the amount nor degree of negligence 
of the defendant have any bearing on the 
matter, whether it was greater or less than 
that of the plaintiff. If the plaintiff had 
both legs broken, it cannot be said, as the 
rule of comparative negligence would, that 
one leg was broken by the defendant’s neg- 
ligence and the other by the carelessness 
of the plaintiff. For the simple fact re- 
mains that the plaintiff's injuries were 
caused by his own carelessness and that if it 
had not been for his negligence, he would 
not have been injured at all. 

Professor William L. Prosser, Dean of 
the Law School of the University of Cali- 
fornia, in an article on comparative negli- 
gence which appeared in the “Michigan 
Law Review” in February, 1953, states: 
“The attack upon contributory negligence 
has been founded upon the obvious injustice 
of a rule which visits the entire loss caused 
by the fault of two parties on one of them 
alone * * *.” This is not true. The rule 
of contributory negligence does not visit 
the entire loss upon either of the guilty 
parties. The law leaves them as it finds 
them, each to bear his own loss. And this 
is as it should be, for if the accident was 
caused by the fault of both parties, then 
it follows beyond per-adventure that if 
either one had not been at fault, there 
would have been no accident and neither 
one would have suffered any injury. 

Except for pedestrian cases, which are 
definitely in the minority (less than 15 per 
cent, I believe), practically every automo- 
bile accident results in injury or loss to 
both parties involved. The doctrine of 
comparative negligence, if accepted in its 
entirety, would allow each party to recover 
from the other if both were guilty of negli- 
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gence which caused or contributed to the 
accident. The amount of recovery by each 
would be based upon the damages he suf- 
fered and the amount or degree of negli- 
gence of the other. Thus if one party was 
80 per cent to blame and suffered $100,000 
damages, and the other was 20 per cent to 
blame and suffered $1,000 damages, the 
party who was 80 per cent at fault would 
collect $20,000 from the party who was 
only 20 per cent at fault and the party who 
was 20 per cent at fault would be entitled 
to a mere $800 from the party who was 
80 per cent to blame. But I submit that 
where an accident is caused by the fault 
of both parties it cannot be said that either 
party is more or less to blame for the acci- 
dent than is the other, any more than it can 
be said in the pedestrian case that the in- 
advertence of the motorist broke one leg 
and the carelessness of the pedestrian the 
other. For the simple fact remains that if 
either party had been exercising due care, 
there would have been no accident and no 
one would have been injured. And the idea 
that anyone should be allowed to recover 
for injuries which he has sustained through 
his own carelessness is repugnant to the 
very basic concepts of the law of negligence. 


If we do not accept the doctrine of com- 
parative negligence in its entirety, if we 
say, as Wisconsin has, that the plaintiff 
cannot recover at all if he was responsible 
for 50 per cent or more of the total negli- 
gence, then we are saying that the rule of 
contributory negligence is only half wrong. 
If, as is presupposed by the doctrine of 
comparative negligence, the accident is 
caused by the fault of both parties, how 
can we measure the degrees of that fault or 
blame? In the case of Roberts v. Bourdow 
in the Circuit Court of Brown County, Wis- 
consin, last December, the jury found that 
a collision between two automobiles was 
caused 49 per cent by the plaintiff and 51 
per cent by the defendant. Such accuracy 
and omniscience in determining degrees of 
negligence is astounding! But is it not also 
fallacious? If the collision was caused by 
the fault or negligence of both parties, does 
it not follow that if either one had been 
careful, there would have been no colli- 
sion? And does it not follow that, there- 
fore, they are equally to blame for the col- 
lision, in which case, even under Wisconsin 
law, neither can recover from the other. 
This is merely a restatement of the doctrine 
of contributory negligence. 


The hue and cry for comparative negli- 
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gence is, in my opinion, merely an attempt 
to make it easier for injured persons to 
collect damages, particularly in automobile 
cases. I do not say that this is necessarily 
wrong, but I do say that it is an unsound 
approach to the solution of an economic 
problem. ‘There is no doubt that our 
present system for compensating the vic- 
tims of automobile accidents presents a 
serious economic problem and results in 
grave injustice in many cases, but the 
trouble does not lie in the doctrine of con- 
tributory negligence, and the solution will 
not be found in upsetting the historical 
concepts of the common law in the field of 
negligence. 

‘The economic and social problem of pro- 
viding prompt compensation to the victims 
of automobile accidents is due to several 
factors wholly unrelated to the common law 
of negligence. One of the principal fac- 
tors is the steadily mounting toll of lives 
and property on our highways. In 1955 
automobile accidents caused 38,300 deaths 
and 1,350,000 injuries and cost a total of 
$4,700,000,000. ‘The reduction of these ap- 
palling figures can only be accomplished 
by better safety education, better roads, 
safer cars, stricter supervision of the licens- 
ing of drivers, and a crack down on traf- 
fic violators. The prevention of accidents 
is much more satisfying than the compensa- 
tion of their victims. 

Another factor in the economic problem 
is the unconscionable delay in obtaining 
any compensation for those who suffer 
from highway accidents. The increase in 
traffic accidents has not only overloaded 
the hospitals, but has created such a log 
jam in courts that in most metropolitan 
centers it takes three or four years for an 
automobile accident case to be brought on 
for trial before a court and jury. Justice 
delayed is justice denied, especially in cases 
where the breadwinner of the family is in- 
jured or killed. Agitation for more judges 
and for changes in procedural methods 
have not succeeded in breaking this log 
jam, but something must be done if we 
are to solve this social and economic prob- 
lem. It is not a good thing for society to 
keep a widow with several children on 
relief for three or four years after her hus- 
band has been killed, even if we then give 
her $100,000 after her attorney has collected 
his fee of one-third or more. 

Another factor in the economic distress 
that has resulted from the steadily mount- 
ing toll of traffic accidents is the unin- 
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sured, financially irresponsible motorist. Fi- 
nancial responsibility laws have not solved 
this problem and neither have compulsory 
insurance, impoundment laws, or the un- 
satisfied judgment fund. Recently some in- 
surance companies have added riders to 
their automobile policies providing for 
compensation to the insured and all mem- 
bers of his family who are injured or killed 
in a collision with an uninsured motorist. 
This, of course, helps those who carry in- 
surance, but the same result is obtained 
with accident and health insurance policies. 
It does not meet the entire situation. 

The encouraging thing, however, is that 
the whole social and economic problem is 
being studied and that steps are being 
taken not only to prevent accidents, but to 
provide more prompt compensation to 
their victims. ‘Ten years ago the Province 
of Saskatchewan adopted a law simliar to 
our Workmen’s Compensation Laws which 
provides prompt payment to all persons 
without regard to fault. Interest in this 
system as a possible solution has recently 
been revived in this country, primarily 
by an article which appeared in the “Satur- 
day Evening Post” in October, 1955, writ- 
ten by Judge Samuel Hofstadter of New 
York City. The pros and cons of this pos- 
sible solution will be found in two very 
excellent articles, one by Lewis C. Ryan 
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and Bruno H. Greene in the February, 1956 
issue of the “American Bar Journal” and 
another by Judge Robert S. Marx in the 
“American Bar Journal” of May, 1956." 


I do not assume to have the answer to 
this vital problem. No doubt much time 
and study will be expended before any 
complete solution is found. I do submit, 
however, that the solution will not be 
found in tampering with our laws of negli- 
gence or in adopting any rule of so-called 
comparative negligence. Certainly — the 
adoption of such a rule will not prevent 
accidents. Neither will it clear the conges- 
tion in our courts. But on the contrary, 
it would almost certainly foster additional 
litigation. No rule of comparative negli- 
gence will provide funds to compensate the 
victim of a hit and run or uninsured finan- 
cially irresponsible motorist. I suggest, 
therefore, that we stop tampering with the 
law of negligence and devote our efforts to 
the alleviation of the economic distress 
brought about by the appalling increase in 
highway accidents. 


‘See also “Compensation and the Automobile,” 
by Gordon H. Snow, XXIII Insurance Counsel 
Journal, 161; “Canadian Comparative Negligence 
Law,” by Edson L. Haines, XXIII Insurance Counsel 
Journal, 201; and “Comparative Negligence—Boon 
or Bane,” by Frederick S. Benson, XXIII Insurance 
Counsel Journal, 204. 


Trauma to Soft Tissues and to the Internal Organs 
of the Abdomen* 


Epwarp J. McCormick, M. D.** 
Toledo, Ohio 


RAUMA in this age of civilization 

has become one of the leading 
causes of death and disability, and the 
surgery of traumatism has become a great- 
er and ever growing factor in the activ- 
ities of doctors and in the demand for 
hospital facilities. Traumatic cases on an 
average probably use from three to six 
times more hospital days than other me- 
dical and surgical cases. 


*One of a series of lectures on traumatic injuries 
delivered in Toledo at the 76th Annual Meeting 
of the Ohio State Bar Association. Reprinted by 
permission from The Ohio BAR. 


**Past president, American Medical Association. 


The surgery of traumatism has taken 
its place as one of the most important 
activities in the doctor’s life. This is a 
sad commentary upon human thinking in 
an age of great mental development and 
education, an age when man’s accomplish- 
ments seem, like a Frankenstein, to have 
turned upon their maker. 

We have made great contributions to 
the surgery of traumatism since the be- 
ginning of the first World War in all 
branches of surgery and surgical special- 
ties have expanded to meet the challenge. 
Lives are being saved today which would 
have been lost 25 years ago and perman- 
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ent disabilities and deformities are being 
reduced by modern surgery and rehabili- 
tation measures. 

Those who criticize doctors and hos- 
pitals because of lack of immediate serv- 
ice and beds should be informed that as 
far back as 1950, 90,000 people were kill- 
ed and 8,900,000 were injured in prevent- 
able accidents. In the same year, 1950, 
the death rate from all types of accidents 
was 59.9 per 100,000 population. In 
1949 the figure was 61.2. One of every 
seventeen persons in the United States 
suffered a disabling injury as far back as 
1950. In addition to becoming one of 
the leaders as the cause of death, traf- 
fic accidents alone cause a million and a 
half non-fatal injuries and cost the peo- 
ple of this country well in excess of $3,- 
300,000,000 a year. I do not know the 
figures for the past two or three years. 
As far as I am able to learn, there has 
been little improvement. 

I have been asked to speak to you to- 
day on trauma to soft tissues and to the 
internal organs of the abdomen. This 
subject alone would require many hours 
of time if it were treated properly. All 
of the soft tissues of the human anatomy 
are susceptible to traffic injuries and if 
one starts at the scalp and ends at the 
soles of the feet, injuries of all types can 
be cited and described. 

Lacerations themselves are not always 
of a serious nature particularly those 
which are on covered parts of the body. 
Lacerations of the face and injuries to 
the nose and to the ears and to the sup- 
porting structures of the face are some- 
times more serious as far as the patient 
is concerned than other serious injuries. 
Surgeons have learned however that the 
primary treatment of lacerations partic- 
ularly to the face are important in order 
that scar formation may be reduced to a 
minimum and we have also learned that 
in the event unsightly scars do appear, 
that there is every possibility of return- 
ing the face to normal by plastic repair. 


No doubt the plastic attack upon the 
nose and the deformities of the ears and 
other parts of the anatomy will be dis- 
cussed by another member of the panel. 
Lacerations and crushing injuries cannot 
be considered as a single entity because 
as a single entity they are usually not of 
serious import, but the fact of the mat- 
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ter remains that many of these lacera- 
tions involve deeper structures including 
blood vessels, tendons, nerves and joint 
structures. Muscles are frequently injur- 
ed, disrupted and require repair. ‘Ten- 
dons are severed. Nerves are cut and 
various parts of the anatomy which may 
be included in soft tissue injuries are lost. 
Thanks to modern surgical techniques 
satisfactory repair can often be accom- 
plished. But even in the light of our 
present knowledge it would be foolish to 
say that the results following serious in- 
jury to soft tissues can ever reach 100% 
in restoration to normal. The repair of 
tendons and of nerves constitutes difficult 
procedures in surgery but many of these 
people in our present day and age recover 
without disability. 

Serious injury to blood vessels is not 
infrequent. Blood vessel surgery has ad- 
vanced at the present time beyond the 
fondest expectations of the medical pro- 
fession of 20 years ago and limbs and ex- 
tremities are now preserved which at that 
time would have been lost. 

We have reached the stage therefore 
when it is not necessary to believe that 
anyone who receives a soft tissue injury 
has a permanent disability. As a matter 
of fact many injuries to the soft tissues of 
the body from the head to the feet, can 
be and are repaired in such a fashion 
that the injured person may _ proceed 
through life without any evidence of dis- 
ability. Muscle repair, tendon repair, 
transplantation and grafts as used in 
modern day surgery will frequently pre- 
serve the function of a hand or a foot 
or an arm or a leg and while the injury 
may have been serious, these individuals 
will report for compensation with very lit- 
tle if any disability in many instances. 

The soft tissues of the body, therefore, 
are susceptible to injury and to repair, 
and it is quite possible to restore many 
of these individuals to normal; but it 
must be admitted of course that a cer- 
tain percentage will have some loss of 
function or perhaps some cosmetic de- 
fect. 

It is interesting to note that the House 
of Delegates of the American Medical 
Association has gone on record in favor 
of additional safety measures and attach- 
ments to automobiles including the 
padded panel, safety belts and many 
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other measures to cut down the injuries 
which are so common in this day and age 
upon the highways of our great country. 
It is of course foolish to expect that any 
great progress will be made until such 
time as the people of our nation begin 
to realize that the millions of injuries and 
the billions of dollars spent as a result 
thereof can be prevented by a serum 
which is called common sense. It is dis- 
couraging to a surgeon to enter the em- 
ergency room of any large hospital and 
see there upon the table youngsters with 
part of an ear missing, the nose crushed, 
the trachea opened, the thyroid exposed 
or a gaping hole in the chest or a serious 
abdominal injury or tendons severed and 
important nerves interrupted and it is 
likewise foolish for us to expect that the 
best surgeon in any particular field can 
vie with God in the reparation of tissues 
which at times are hopelessly crushed or 
injured. It is, however, amazing that in 
spite of the severity of the injuries of the 
soft tissues of the body that so much res- 
toration can be accomplished by modern 
day surgery and that individuals can be 
returned to a normal life despite serious 
injury. I am speaking of course in a gen- 
eral way of those who survive the original 
shock and who are not killed instantly or 
who are not dead on arrival at the hos- 
pital but whose structures lend themselves 
to repair. 

Trauma to the abdominal organs is al- 
ways a serious situation and considera- 
tion must be given to the following most 
common types of abdominal trauma: 

1. Direct violence such as a blow on 
the abdomen. 

2. Indirect violence as a fall from a 
height of a few feet or more with the im- 
pact of landing producing the abdominal 
injury. 

3. Non-penetrating wounds of the ab- 
domen including squeezing injuries re- 
sulting from being caught between mov- 
ing objects such as automobiles or ele- 
vators. 

4. Penetrating wounds of the abdomen 
from gunshot, stab or any object in an 
automobile which will penetrate the ab- 
dominal wall. 

In abdominal injuries of any type the 
large blood vessels may be disrupted, the 
liver may be fractured or lacerated be- 
cause it is of large size and is friable. In- 
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juries to the gall bladder, the cystic duct 
and the common ducts may accompany 
trauma to the liver. I have seen these 
injuries in both penetrating and non- 
penetrating wounds. 

Injury to the spleen is not uncommon 
either by penetrating wounds or blunt 
trauma. The spleen is mobile, lacks 
elastic tissue and is protected to some ex- 
tent by the thoracic cage but is frequently 
injured. Hemorrhage is of course the main 
feature in injuries to the liver and to the 
spleen. Both the spleen and the liver may 
be repaired and parts of the liver may be 
removed and the entire spleen may be re- 
moved without disability to the patient. 

The pancreas rests on the vertebral 
column and is well protected. Injuries 
to the pancreas are seen occasionally 
when the pancreas is crushed against the 
vertebal column. There may be lacera- 
tions of the head, the body, the tail or 
simple contusion of the pancreas. Shock 
is usually the main symptom with ex- 
cruciating pain in the abdomen. 


The diaphragm may be ruptured and 
this is a serious abdominal injury but 
does not always require an immediate op- 
eration. Hiatus hernia is a common con- 
dition which is found more frequently in 
this day and age than it was 25 years ago 
due to improvement in X-ray techniques. 
There are probably many men in. this 
room with small hiatus herniae which 
have never been discovered and cause no 
trouble. A hiatus hernia which is found 
following an accident cannot necessarily 
be attributed to the accident and may 
have existed previously. As a matter of 
fact, it is my opinion that hiatus hernia 
is rarely caused by trauma. 

Injuries to the kidneys are a fairly 
common complication of the abdominal 
trauma. If the large vessels are injured, 
necrosis of the kidney may result. Blood 
in the urine is always a prominent symp- 
tom in kidney injuries. Operation is some- 
times necessary but removal of the kid- 
ney is not always necessary. Removal of 
kidney is a frequent operation but does 
not predicate permanent disability or 
shortening of the life span. 

The stomach may be ruptured. The 
small intestine may be damaged and rup- 
tured. The large intestine and the rec- 
tum are subject to injuries by trauma of 
the upper and lower abdomen. The 
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urinary bladder and urethra are not in- 
frequently injured by abdominal wounds 
both penetrating and _non-penetrating. 
Injuries to the bladder are frequently as- 
sociated with fractures of the pelvis. 

The treatment of shock, careful ex- 
amination and observation of the patient, 
plus immediate operation when necessary, 
constitute the approach to the injuries to 
the abdominal organs, and it should be 
remembered that penetrating wounds of 
the chest, of the buttocks, of the per- 
ineum and even of the thighs may and 
frequently do extend into the abdomen. 
All these injuries are usually surgical in 
nature, although there are some individ- 
uals who may recover without surgery as 
a result of so-called expectant treatment. 

It seems to me that in a discussion of 
this kind, we should bear in mind that 
repair of the liver, removal of the gall 
bladder and repair of the common duct, 
removal of the spleen, repair of the small 
bowel or the large bowel or removal of a 
section of the large bowel or small bowel, 
repair of the bladder and of the other 
organs of the abdomen, may be done 
without leaving the patient disabled. As 
a matter of fact all these operations are 
done daily for other pathological condi- 
tions with cure of the patient. The fact 
that a patient has suffered a severe in- 
jury to soft tissues or to abdominal or- 
gans does not necessarily mean perma- 
nent disability. Each case of course must 
be evaluated on its own merits but lawy- 
ers should bear in mind that it is now 
possible to remove or repair many of the 
large organs of the body without in- 
fluencing to any extent the future life of 
the patient. Much depends upon the 
type of injury and the amount of involve- 
ment. 
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Hernia is of course a condition which 
is recognized by the Industrial Commis- 
sion as having been caused in many in- 
stances by heavy lifting or strain. Every 
male patient is a potential hernia pros- 
pect and I think that surgeons are gen- 
erally agreed that while herniae may be 
caused by trauma that many which are 
said to be caused by trauma, pre-existed 
the injury. 


Prolapse of the uterus in the female is 
another condition which is rarely caused 
by trauma. Many women who have never 
borne children as well as those who are 
mothers are seen with the uterus pro- 
truding from the vagina due to deficiency 
in the musculature and the pelvic dia- 
phragm. It is frequently alleged that a 
prolapse of the uterus is due to trauma. 
This may be a possibility in an elderly 
individual but in my experience is not 
probable. 


In conclusion may I once more stress 
the necessity of prevention and pay tri- 
bute to those great men of the medical 
profession who during the last half cen- 
tury have made possible the development 
of plastic surgery, mneuro-surgery,  or- 
thopedic surgery, chest and abdominal 
surgery and through whose vision we are 
able to save lives and return to useful- 
ness thousands of injured persons. 


Speaking of all types of trauma it is 
necessary for us to begin to realize that 
World War I, World War II and the 
Korean campaign are individually and 
collectively insignificant when compared 
to the yearly mortality and morbidity ex- 
acted by unnecessary and preventable ac- 
cidents in what is supposed to be “the 
height of civilization.” 
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Government Now Furnishes Blanket or Schedule Bonds— 
New Trends and Procedures 


Pau E. BEAM 
Indianapolis, Indiana 


Phin: IC law number 323, effective 
anuary 1, 1956, amending Title 6, 
aden 14, USCA., 69 Stat. 618, re- 
quires the head of each department and 
independent establishment in the execu- 
tive branch of the federal government to 
obtain blanket, position schedule, or 
other type of surety bonds to cover civil- 
ian officers, employees, and military per- 
sonnel of each such department or inde- 
pendent establishment required by law or 
administrative ruling to be bonded. Reg- 
ulations for obtaining these bonds are 
promulgated by the Secretary of the 
Treasury. The premiums thereon are to 
be paid by the United States from funds 
available for administrative expenses. 
Cutoff on a prior bond is established by 
the provision that: 


“the surety or sureties on any existing 
bond *** shall not be liable for any 
defaults occuring subsequent to the 
date of the new coverage.” 

Further requirements of this law are: 


Advertising for bids on a bond where 
the premium therefore is in excess of 
$150.00 per annum; 

For the selection of the type of bond 
best suited to the needs of the depart- 
ment involved; 

For the reporting to Congress of cer- 
tain designated information concerning 
the program thus established; 


For the condition of such bonds, pro- 
viding as follows: 

“Each bond obtained under this sec- 
tion shall be of the most economical 
type available for the number and type 
of personnel to be bonded and shall 
be conditioned upon the faithful per- 
formance of the duties of the individual 
or individuals so bonded * * * For the 
purpose of this section the term faithful 
performance of the duties shall include 
the proper accounting for all funds or pro- 


‘Amendment to Title 6, par. 14, USCA. 8-9-1955; 
Ch. 683 § 1; 69 Stat. 618. 


perty received by reason of the position 
or employment of the individual or in- 
dividuals so bonded and all duties and 
responsibilities imposed upon such in- 
dividual or individuals by law or by 
regulation issued pursuant to law.” 


Circular No. 969, dated November 1, 
1955, Treasury Department, Fiscal Serv- 
ice, contains the regulations governing 
the purchase of such bonds and the con- 
ditions and provisions to be included 
therein. Some of the regulations, includ- 
ing definitions, are: 


“Sec. 226.1 (e) ‘Bond’ or ‘Surety Bond’ 
includes individual, name _ schedule, 
blanket, position schedule, and other 
types of surety bonds covering an em- 
ployee or employees. 

“(f) An ‘individual bond’ covers a 
single employee in a specified amount. 

“(g) A ‘name schedule bond’ covers, 
in a specified amount, each employee 
whose name is listed in a schedule at- 
tached to such bond. 

“(h) A ‘position schedule bond’ cov- 
ers, in a specified amount, each em- 
ployee who holds an office or position 
the title of which is listed in a sched- 
ule attached to such bond. 

“(i) A ‘blanket bond’ 

(1) covers a group of employees with- 
out the necessity of having attached to 
such bond any schedule or list of names 
of the employees in such group or the 
titles of the offices or positions held by 
them, and 

(2) is either (1) multiple penalty 
bond, which permits recovery in an 
amount equal to as many times the 
penalty for each employee covered by 
the bond as there are employees so cov- 
ered who are involved in the loss, or 


(II) an aggregate penalty bond which 
limits recovery to the amount of the 
penalty of the bond regardless of the 
number of employees involved in the 
loss.” 
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“Sec. 226.7 ‘Bond obligee and con- 
dition’ 

“(a) Each bond shall run solely in 
favor of the United States as obligee, 
except where a specific statutory pro- 
vision requires that the bond shall run 
in favor of the United States and an 
additional obligee or in favor of an ob- 
ligee other than the United States. 

“(b) Each bond shall be conditioned 
upon the faithful performance of the 
duties of the individual or individuals 
so bonded. Each bond also shall ex- 
pressly provide that the term ‘faithful 
performance of the duties’ shall  in- 
clude the proper accounting for all 
funds or property received by reason of 
the position or employment of the in- 
dividual or individuals so bonded and 
the discharge of all duties and respon- 
sibilities now or hereafter imposed up- 
on such individual or individuals by 
law or by regulation issued pursuant 
thereto and shall also expressly pro- 
vide that the term ‘regulation’ shall in- 
clude any written rule, order or instruc- 
tion issued pursuant to law.” 

“Sec. 226.13 ‘Cancellation of bonds; 
Limitations on recoveries thereunder.’ 

“(a) No bond procured under the act 
and under this part shall contain 

(1) any provision for cancellation of 
such bond at the option of the Surety 
Company prior to the expiration of the 
term of such bond; 

(2) any limitation upon the time 
within which a loss must be discovered 
to be recoverable under such bond;'a 

(3) Any limitation upon the time 
within which recovery may be made on 
account of any loss arising under such 
bond. 

“(b) In connection with the matter 
immediately foregoing, the attention of 
the head of each agency is directed to 
the provisions of 6 USCA 5, as follows.’ 

‘If, upon the statement of the ac- 
count of any official of the United 
States, or of any officer disbursing o1 


‘a See “Notice of delinquency of principal.” Title 
6, par. 4, USCA for postmasters, Title 39, par. 40, 
USCA. 

“Limitation of action against Sureties.” Title 6, 
par. 5, USCA. For postmasters, Title 39, par. 40, 
USCA. Settlement of account was date of beginning 
of limitation. U. S. v. Cash (CCA 5) 293 Fed. 584 
rev’g 286 Fed. 740. Also: U. S. v. USF&G (De-Md.) 
25 F.2d 500. U. S. v. Geise (CCA 2) 56 F.2d 583. 
U.S. v. Arthur (DC-Fla) 68 F. Supp. 936. 
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chargeable with public money, by the 
occounting officers, it shall thereby ap- 
pear that he is indebted to the United 
States, and suit therefor shall not be 
instituted within five years after such 
statement of said account, the sureties 
on his bond shall not be liable for such 
indebtedness.’ ” 


Other regulations provide for corporate 
surety bonds only, to be executed by such 
surety companies as are qualified to write 
federal bonds;* recommends the use of 
blanket or schedule bonds; imposes upon 
the head of an agency or department the 
responsibility for selection of the type of 
bond coverage best suited to the needs of 
such agency or department; provides for 
a review by such agency or department of 
its requirements from time to time (not 
less than every second year after the cov- 
erage is effective) ;* for a determination of 
who is to be bonded; for the period of cov- 
erage or term of the bond, generally to 
be on a two year basis;° for the payment of 
premium for such bond, and the procure- 
ment of new or additional bond cover- 
age. 

During the last several years surety com- 
panies have built up a demand for blanket 
and schedule bonds. This follows the 
trend for “package deals” to provide blan- 
ket coverage and eliminate so far as pos- 
sible the necessity for trying to guess where 
the loss or losses are likely to occur. 

Many municipal and some state govern- 
ments have by legislation or executive or- 
der approved the use of “Public Employees 
Blanket Bonds”. Usually these bonds are 
limited in their use to those officers or 
employees not required by statute to fur- 
nish bond in qualifying for office. ‘These 
bonds vary considerably in their terms and 
conditions, and frequently attempt to limit 
the liability of the surety to losses caused 
solely by the dishonesty of the bonded em- 
ployee and attempt to avoid responsibility 
for losses occasioned by unfaithful per- 
formance of duties. These bonds usually 
provide for the right of cancellation by 

“Amendment, Title 6, par. 6, USCA. 8-9-1955, Ch. 
683 § 2; 69 Stat. 620. Jurisdiction of suits on bonds 
Title 6, par. 10 USCA Freeman v.Am. Sur. Co., 
(CC-Iowa) 116 Fed. 548. Cases in 187 Fed. 98; 87 
F.2d 144; 5 S. W. 2d 671. Appointment of agents- 
service of process Title 6, par. 7 USCA. Amer. In- 
dem, Co. vy. Detroit Fid. & Sur. Co. (DC-Tex) IF. 
Supp. 160; aff'd 63 F. 2d 393. 

‘Amendment, Title 6, par. 6, USCA. 8-9-1955: 
Ch. 683 § 2; 69 Stat. 620. 

“Renewal of Bonds” Title 6, par. 3, USCA. 
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surety; for the furnishing of sworn proof 
of claim and have provisions therein at- 
tempting to make them fidelity bonds and 
not official bonds, thereby ‘attemptng to 
avoid statutory liability, if any, that might 
have the effect of enlarging the responsibil- 
ity of the surety. Competition and increase 
in acquisition costs play an important part 
in causing the underwriter to waive the 
securing of signed applications from the 
bonded employees, particularly where 
blanket or schedule bonds are involved. 
This practice follows the pattern for the 
merchandising insurance coverages and dis- 
regards some of the basic rules and safe- 
guards of suretyship. The courts have 
made reference to this practice in their in- 
terpretation of some of the provisions and 
conditions of such bonds." 


Bonds written in compliance with this 
law and the regulations pertaining there- 
to create a broader exposure of the surety 
for losses thereunder than was had under 
the usual fidelity bond or public employe 
blanket bond, as referred to above, both as 
to the type and class of loss reported and 
the ability to obtain reimbursement from 
its principal for losses incurred. One of 
the problems will be the determination of 
the identity of such principal and the ex- 
tent of his involvement in the reported loss. 
Those familiar with the handling of fidelity 
claims will recognize this and other prob- 
lems likely to be encountered in handling 
claims reported under such bonds. 


Two references are included of situations 
where under prior bond coverages the gov- 
ernment found itself in a difficult position. 
Now under the new bonds and coverage 
granted thereby upon the presentation of 
such a claim the surety would find it diffi- 


*Cumulative liability on fidelity bonds. (a) Post- 
masters clerk’s bond written with provision for pay- 
ment premium annual basis held annual bond un- 
der postal regulations—U. S. v. Am. Sur. Co., (1949) 
(CCA 2) 172 F.2d 135; 7 A.L.R. 940; aff'g (DC- 
Conn. )77 F. Supp. 318. (b) Fidelity bond for gov- 
ernment disbursement agent—penalty of bond limit 
of surety liability—not cumulative. U.S. v. Md. Cas. 
Co., (Feb. 1955) (DC-Md.) 129 F. Supp. 45. (c¢) 
Blanket position bond-renewal certificate limiting 
liability to penalty of bond. Court reviewed number 
cases interpreting bond conditions and provisions. 
Majority opinion held surety liability limited to 
bond penalty. Columbia Hospital, etc. v. USF&G, 
88, App. DC 251; 188 F.2d 654; cert. den. 342 U.S. 
817; 96 L. Ed. 618; 72 S. Ct. 312. (d) Guardian 
Bond-Surety’s liability held penalty of bond. In Re 
Rising, 112 N. Y. S. 349. (e) Reference to cases. 
Interpretation Bond Conditions. 7 A. L. R. 2d 946- 
990; 8 Am. Jurisprudence-Bonds 86; 43 Am. Juris- 
prudence-Public Officers 415. 
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cult to avoid the loss and equally difficult 
to identify its principal and secure reim- 
bursement from such principal. 


(a) For a period of time following World 
War II our state department was charged 
with responsibility for the disbursement of 
funds given in aid of a certain foreign 
country. The department established an 
accounting office in the U. S. Consul’s of- 
fice in that country. From time to time 
disbursing officers, certifying officers, and 
military personnel were assigned to duty 
at that office. Several native auditors, ac- 
countants, bookkeepers and clerks were also 
employed. Surety bonds as then required, 
varying in amount of penalty and condi- 
tions, were furnished by such disbursing 
officers, certifying officers and military 
personnel but none were required from the 
native employees. The majority of the of- 
ficers were persons of limited wealth. One 
was quite wealthy. There was an overlap- 
ping of periods of service and duties. Funds 
were transferred from the United States by 
bank drafts cleared through banks in this 
foreign country. During a period of more 
than two years no attempt was made by the 
general accounting office to reconcile the 
clearance of such bank drafts. In trying 
to trace the handling of some one or more 
of such drafts, an officer in the general 
accounting office became suspicious that 
the accounting records of some one or more 
of the disbursing officers then on duty were 
erroneous. Investigation was started by the 
general accounting office and later by a com- 
mittee of the U. S. Senate. The label of “top 
secret’” was given to the disbursement of 
funds to this country. The customs and pro- 
cedures of this foreign country, incomplete 
and missing records, and labor turnover in 
this foreign office, hampered, handicapped 
and delayed the completion of such inves- 
tigation. It developed that there were sev- 
eral bank drafts, totalling several thousand 
dollars, involved in the irregularities. One 
of the native auditors was accused of the 
embezzlement of several thousand dollars. 
He was not bonded and was without prop- 
erty with which to make restitution. The 
charge of embezzlement was not filed. Mys- 
terious disappearance of a considerable sum 
of money from such foreign office was in- 
dicated. The general accounting office 
sent out demands to several of the disburs- 
ing and certifying officers, notifying them 
of the reported loss and asking for reim- 
bursement. Some of these officers were no 
longer in the government service. Others 
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had been transferred to other locations or to 
other departments, or were assigned to other 
duties with the military services. This add- 
ed to the confusion of trying to determine 
“who dun it”. Different surety companies 
furnished bonds on the officers involved, 
varying in periods of time in force and in 
penal sums, ranging from $1,000 to $5,000. 
The cost of completing an investigation 
by one surety was more than the indicated 
loss. Cooperation between surety com- 
panies was unlikely because of conflict of 
interests. Some of the principals, on ad- 
vice of their attorney, refused to accept re- 
sponsibility for such irregularities and their 
surety joined with them in a denial of li- 
ability for such demand. ‘The probabilities 
are that the government will be unable 
to start litigation within the five year pe- 
riod to secure a determination of the liabil- 
ity of either the principals or sureties 
against whom demands were made. 

(b) Mail order clerk in branch postof- 
fice pleaded guilty to charge of embezzle- 
ment. Admitted loss in excess of $50,000. 
Bond for $5,000. Clerk without property of 
any kind. Surety paid a loss of $5,000 un- 
der its bond. General accounting office 
then demanded payment from postmaster 
for unrecovered loss. Postmaster had suf- 
ficient property with which to pay loss but 
refused, alleging that assistant postmaster 
in charge of such branch office was respons- 
ible. Assistant postmaster was the owner 
of his home valued at $15,000 but had no 
other property with which to make restitu- 
tion. He contended that such mail order 
clerk, while assigned to duties in such 
branch postoffice, was not employed by 
him or under his supervision; that reports 
made by such clerk went to another de- 
partment, under the supervision of another 
assistant postmaster; that the records and 
accounts of such clerk were controlled and 
audited by postoffice inspectors. Regula- 
tions covering the assignment of duties to 
employees, including the operation of the 
branch postoffice failed to definitely out- 
line the duties and responsibilities of the 
several officers and employees. Different 
surety companies furnished the bonds in- 
volved and they were written for different 
periods of time and different penalties. It 
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is unlikely that the questions involved can 
be determined short of litigation. 

Bonds have now been obtained by most 
of the agencies or departments of the fed- 
eral government. Bids were solicited under 
the regulations dealing with supply con- 
tracts, generally using “standard form 33— 
invitations, bid, and award (supply con- 
tract)”, with specifications, instructions 
and schedules, explanatory notes, limits of 
or penalty of bonds, and with copy or 
copies of the bond forms as specified. Uu- 
ally one form of bond was specified, either 
the blanket form or one of the forms of 
schedule bond. In some instances the in- 
vitation to bid listed different forms of 
bonds with considerable variance in terms 
and provisions therein. Some of the de- 
partments solicited bids for coverage on 
all their officers and employees in one con- 
tract. Others limited the coverage of each 
bond to certain designated groups, districts 
or areas. Some of the bonds provide for a pro 
rata premium adjustment on an annual, se- 
mi-annual, or designated basis. Others pro- 
vide against such premium adjustment, ir- 
respective of increase or decrease in number 
or persons or positions covered. Some pro- 
vide for automatic 90-day coverage on new 
employees or new positions. Some provide 
for “continuity of security” or superseded 
suretyship coverage; for the payment of 
losses caused by unidentified employees; 
or by employees in collusion with others; 
and for excess or additional indemnity on 
certain designated officers or positions. The 
number of the agencies or departments of 
our federal government and the many vari- 
ances in the bond provisions and condi- 
tions would unduly lengthen this discus- 
sion if an attempt were made to list and 
describe the invitation to bid, awards, and 
type and kind of bond selected by each 
agency or department. 

Determination of the liability of surety 
under the coverage afforded by these bonds 
will require a careful examination not only 
of the conditions and provisions of the 
bond itself but also a review of the contract 
documents by which the bond was _ pro- 
cured, the statute authorizing its procure- 
ment and the regulations of the treasury 
department applicable thereto. 
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What Relation to Negligence Defense Cases Has Federal 
Income Tax Question, If Any? 


Evturs R. DiEHM* 
Ceveland, Ohio 


HETHER fair weather or foul, we 

have weather—whether federal in- 
come tax is considered foul or fair by us 
personally, we have it and feel it. The real 
question is: Is there a mandatory duty on 
the part of the court sitting on the sacred 
furniture, which we can compel it to per- 
form, to instruct the jury in negligence 
cases that the 1954 Internal Revenue Act 
provides that compensation for personal in- 
juries is exempt from federal income taxes 
and should not be given any consideration 
by it? 

This article is written based on the au- 
thorities and not an attack on the weight 
of authority, either criticising the authori- 
ties to date or seeking a change therein to 
what we would call “good law”. There is 
no doubt but that the time is approaching 
when courts will charge on the subject. 
Tax free dollars are bigger and better than 
non-tax free dollars. Just what course we 
are to pursue to accelerate the time that 
courts will feel compelled to charge on the 
subject, I would not make bold to suggest 
a solution. If a jury in its deliberation 
propounds an inquiry or requests an in- 
struction on the subject, it should be in- 
structed by the court in the negative. If 
that is the duty of the judge, and such an- 
swer on the part of the court is correct, 
does it follow that it is mandatory to give 
a proper written instruction on the subject 
upon the request of the defendant? It is 
from that viewpoint the question is con- 
sidered here, but it may arise in the evi- 
dence or the argument or in other ways 
at the trial. 

Since the decision of the Supreme Court 
of Missouri in 1952 in Dempsey v. Thomp- 
son, 363 Mo. 339, 251 S.W. 2d 42, some in- 
surance lawyers seem to take it for granted 
that the law is all one way and that the 
court’s duty becomes mandatory. How- 
ever, nothing is further from the truth. 
The truth is, only railroad attorneys have 
tried to establish the proposition rather 
than insurance counsel. Frankly, they have 


*Of the firm of Diehm & Farber. 


failed except in the above case and the 
Gourley case in England. 

In the United States there are two 
schools of thought—one expressed by the 
Missouri Supreme Court in the following 
language: 


“Present economic conditions are such 
that most citizens, most jurors, are not 
only conscious of, but acutely sensitive to, 
the impact of income taxes. Under the 
federal and state income tax laws of both 
Arkansas and Missouri the net income of 
all persons is taxable except such as is 
specifically exempted. Few persons, oth- 
er than those who have had special oc- 
casion to learn otherwise, have any 
knowledge of the exemption involved in 
this case. It is reasonable to assume the 
average juror would believe the award 
involved in this cause (would) be sub- 
ject to such taxes. It seems clear, there- 
fore, that in order to avoid any harm 
such a misconception could bring about, 
it would be competent and desirable to 
instruct the jury that an award of dam- 
ages for personal injuries is not subject 
to federal or state income taxes. * * * 
“Can there be any sound reason for not 
so instructing the jury? We can think of 
none. Surely, the plaintiff has no right 
to receive an enhanced award due to a 
possible, and, we think, probable miscon- 
ception on the part of a jury that the 
amount allowed by it will be reduced 
by income taxes. Such an instruction 
would at once and for all purposes take 
the subject of income taxes out of the 
case.” 


The other is expressed by the Illinois Su- 
preme Court in the Hall case at a later 
date as follows (125 N. E. 2d 85) : 


“* * * It may be conceded that the 
possibility of harm exists if the jury is 
left uninformed on this matter; on the 
other hand, it is conceivable that the 
plaintiff could be prejudiced if they 
were told of this law. In either case, 
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however, the possibility is speculative 
and conjectural, and such being the case, 
it is better to instruct the jury on the 
proper measure of damage and then rely 
on the presumption that they will prop- 
erly fulfill their duty by following said 
instructions. 

“It does not necessarily follow that the 
argument is proper because it correctly 
states the law. For if the defendant's 
argument is proper on the basis that it 
tells the jury what the law is then what 
objection can there be for plaintiff's 
counsel to state that the expense of trial 
is not provided for in the instruction 
concerning damages, that the cost of 
medical expenses is not paid by the 
defendant, that the expense of taking 
depositions, as well as court reporting at 
the trial, must be borne by the individu- 
al litigants, that the fees of plaintiff's at- 
torney are not recognized as an element, 
that the defendant can deduct any award 
it pays from its income and excess profits 
tax return and that the amounts of 
awards are allowed as expenses in provid- 
ing for increasing railroad fares? This 
could be developed ad infinitum, and all 
this is the law.” (Emphasis added.) 


My interest in this matter arose when the 
Supreme Court of Ohio after overruling 
motions to certify record in Pfister v. Cleve- 
land, 96 Ohio App. 185, (decided by the 
8th App. Dist. at Cleveland) , and in Smith 
v. P. R. R. Co., 59 Ohio L. Abs. 282, (de- 
cided by the 2d App. Dist. at Columbus) , 
had before it another motion to certify 
record in Maus v. N. Y., Chi. & St. L. RR. 
Co., 128 N. E. 2d 166, (decided by the 9th 
App. Dist. of Akron sitting in Cleveland), 
which motion it granted and heard the 
case on its merits, the sole question arising 
only upon one written instruction before 
argument propounded by defense counsel 
and refused by the trial court, affirmed by 
both reviewing courts. The Supreme Court 
in its decision as late as May 23, 1956, 
only rejected the form of that written in- 
struction, and 3 of the 7 judges in a con- 
curring opinion added: 


“* * * We concede that a proper 
charge on this subject could be drawn 
and properly given if it went only to 
the extent of warning the jury not to 
consider income tax liability on the 
award which it might make”. (165 Ohio 
St. 281 at 285 - 59 Ohio Op. 366, at 368). 
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I heard the argument in this case and 
read the briefs and became very interested 
in the subject matter. 

Except for the foregoing sentence and 
the Dempsey decision (not the original 
decision but the one on rehearing ordered 
by the court), there are no authorities in 
America favorable, but there are a number, 
both federal and state, directly unfavor- 
able. This is a broad statement, but ad- 
mitted by the Missouri court, and counsel 
for the railroads both in the Dempsey and 
Maus cases, supra, admitted there were no 
such authorities. 

It is also admitted there is a complete 
dearth of such authority in the very re- 
cent decision by the House of Lords of 
England (Jan. 6, 1956) in British Transport 
Commission v. Gourley, (1956) A. C. 185; 
(1956) 2 W. L. R. 41. I am indebted 
to a young, industrious lawyer in the of- 
fice of our brother Milton Baier of Buf- 
falo for this citation. It may be the spring- 
board for which you advocates for this 
principle have been seeking. The announce- 
ment of Lord Earl Jowitt covering over six 
pages, that of Lord Goddard covering 
nearly six pages concurred in by Lord Rad- 
cliffe, also concurred in by Lord Somer- 
vell, as well as that of Lord Reid covering 
over four pages, that of Lord Tucker cov- 
ering less than a page in which he reversed 
his own opinion in Billingham v. Hughes, 
(1949) 1 K. B. 643, frequently cited in the 
American cases, and finally that of Lord 
Keith of Avonholm, a strong 2-page dis- 
sent in which at page 60 of 2 Weekly 
Law Reports, he says: 


“It is a strange turn of fortune’s wheel 
that the intricacies and accidents of fis- 
cal legislation should have its repercus- 
sions in the assessment of damages in 
the civil courts.” 


are certainly all worth your careful read- 
ing and study. A very skilled engineer was 
quite seriously injured and permanently 
disabled. The trial judge fixed the 
amount of recovery in items after the jury 
found liability, not a total as in a general 
verdict, and the greatest amount was in 
the separate item of loss of future earn- 
ings. What benefit we in America can 
obtain from the reasoning of the seven 
Lords permitting the appeal and allowing 
the tax (heavy in England) deduction you 
may know very well. I confess I do not. 
I am fortified in my position by this an- 
nouncement on page 50 of Lord Goddard: 
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“It is remarkable how little authority 
there is on this subject. It has never 
been before this House nor does there 
seem to be any decision in the Appellate 
Courts of the other Commonwealth coun- 
tries or of the United States of America 
in the matter. * * *” 


In the Dempsey case the Supreme 
Court of Missouri made this statement on 
page 45: 


“On the other hand, all of the cases 
to which we have been cited or have 
found bearing directly on this subject 
uniformly hold that too many unforesee- 
able and variable factors would enter 
into any attempted computation of in- 
come tax liability on loss of future earn- 
ings to permit of any reasonably accurate 
estimate thereof”. 


(then are cited three federal cases, and 
an Ohio Appellate case, as hereinafter 
cited, and the Billingham case, supra, 
which the House of Lords has reversed in 
effect, but that case also cited at 9 A. L. 
R. 2d $11, has not itself been reversed) . 

It is conceded in this opinion in the last 
sentence on page 44 that none of the cases 
cited by the defendant railroad and none 
of the cases that the court could find give 
express authority either authorizing or 
compelling this position. 

In the next to the last paragraph on page 
45 the court did say: 


“We are now convinced and hold that 
an instruction substantially in the form 
above outlined should have been given 
in this case and that the case of Hilton 
v. Thompson, 360 Mo. 177, 227 W. S. 2d 
675, insofar as it is in conflict with the 
ruling here made, should no longer be 
followed.” 


However, that still is not an express over- 
ruling of that case even though it might be 
termed tantamount to it, and certainly it 
is not a reversal of the judgment in the 
case determined. That court does not find 
that it should not follow the cases to the 
contrary theretofore decided but rather 
adopts these cases. 
If the only two decisions supporting 
what we commonly think is the law con- 
cede there are no authorities to support 
them, then we must all agree. I sincerely 
hope that if any astute, energetic and virile 
brethren of the Association disagree, they 
will come forward with the authorities or 
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have those fine researchers in their offices 
do so. Indeed, that may be the very pur- 
pose of this article. 

Before making a few comments on the 
Gourley and Dempsey decisions, which will 
indicate that their citation before any fed- 
eral or state tribunal in this country is not 
a complete answer, we have plenty of spade 
work to do to overturn the many federal 
and state decisions in this country to the 
contrary. 

This article is therefore divided into 
(a) comments on the Gourley and Dempsey 
decisions, and (b) the well-considered 
opinions of federal and state courts to the 
contrary. 


A, Gourley and Dempsey Decisions 


Since the House of Lords has decided 
the Gourley case as recently as January, 
1956, and it is favorable to our general 
contention and definitely overrules prior 
decisions of the English courts, we must 
make the most of it in procedure and prin- 
ciple in our own courts, and I quote the 
entire syllabus in full: 


“The plaintiff was injured by reason 
of the negligence of the defendants. The 
trial judge awarded him 37,720 tbh dam- 
ages in respect of loss of earnings actual 
and prospective, paying no regard to the 
income tax and surtax he would have 
had to pay on the amount of such earn- 
ings had he not been injured. The 
judge alternatively assessed these dam- 
ages at 6,695 tb, taking such hypothetical 
tax into account. It was agreed that the 
plaintiff would incur no tax liability on 
the 37,720 tb or 6,695 tb:— 

“Held (Lord Keith of Avonholm dis- 
senting), that the judge ought to have 
taken the tax position into account, and 
that the award in respect of loss of earn- 
ings should be reduced to 6,695 tb. 
“Per Lord Goddard (Lord Radcliffe 
and Lord Somervell of Harrow agreeing). 
Such damages are awarded as compensa- 
tion, not restitution, and must be decided 
by the application of reasonable com- 
mon sense, taking all matters which 
might have affected the plaintiff's tax 
liability into account. The same prin- 
ciples would be applicable in wrongful 
dismissal actions. 

“Per Earl Jowitt. There may well be 
a difference between actions for personal 
injuries and actions for wrongful dis- 
missal in regard to the obligation of the 
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plaintiff to pay tax on the amount of 
damages received, and cases on the one 
topic may therefore be a dangerous 
guide to follow on the other. 

“Per Lord Tucker. Expenditure which 
—although not actually a charge on earn- 
ings—is imposed by law as a necessary 
consequence of their receipt is revelant 
to the ascertainment of the loss suffered 
by the party injured. 


“Fairholme v. Firth & Brown Ltd. (1933) 

149 L.T. 382; 49 T.L. R. 470 considered. 

“Jordan v. Limmer & Trinidad Lake As- 
phalt Co., Ltd. (1946) K.B. 356; 62 T.L.R. 
302; (1946) 1 All E.R. 527 and Billingham 
v. Hughes (1949) 1 K.B. 643; 65 T.L.R. 
246; (1949) 1 All E.R. 684 overruled. 

“Decision of Court of Appeal re- 
versed.” 

The Billingham case, supra, has been 
cited in a number of the American deci- 
sions and you will notice in reading this 
entire opinion that there are numerous 
references to that case. Just what effect 
this Gourley decision will have upon the 
future American decisions I do not know. 
With my unfamiliarity with English courts 
I can only say, as all of you well know, 
that the functions of the jury in the Eng- 
lish and American courts are quite dif- 
ferent and the amount of compensation 
awarded in English currency is arrived at 
differently than in our courts. I am glad 
to bring the Gourley decision to your at- 
tention, knowing that you will have better 
judgment than I as to its effect, if any, 
upon our future American decisions on the 
subject. 

In Hall & Co. Ltd. v. Pearlberg, 1 Weekly 
Law Reports, 224, the Queen’s Bench Divi- 
sion of England naturally followed the 
Gourley case by the House of Lords, de- 
cided one week theretofore. The case in- 
volved damages for the conversion of gravel 
and trespass on land, and the following 
decision was given: 


“Held, (1) that, as the rent if it had 
been received would, on the evidence be- 
fore the court, have been taxable in the 
hands of the plaintiffs, while the dam- 
ages awarded under this head would not, 
the damages must be reduced by the 
amount of income tax and profits tax to 
which the rent would have been liable. 

“British Transport Commission  v. 
Gourley (1956) 2 W.L.R. 41; (1955) 3 
All E. R. 796 applied. 

“(2) That as none of the other items 
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would, on the evidence, have been tax- 
able in the hands of the plaintiffs the 
tax element must be disregarded in the 
award of damages under these heads.” 


This very short decision (four pages, two 
on facts and two on the law) rendered on 
January 13, 1956, by His Honour W. K. 
Carter, Q. C., is quite interesting. 

With reference to the Dempsey decision, 
which came about on rehearing, it would be 
eminently unfair for the most experienced 
trial lawyer to criticise or reflect upon it, 
particularly so when that person has never 
consulted with counsel for either side in 
that litigation nor with any of our Missouri 
brethren of this Association. However, 
without having so conferred, and not by 
way of criticism or other improper reflec- 
tion, may I suggest the Federal District 
Court of Iowa in the Combs case and the 
Illinois Supreme Court and the Illinois 
Appellate Court in the Hall and Wagner 
decisions (all hereinafter cited and decided 
after the Dempsey decision) support the 
statement that our reliance on that deci- 
sion will be met by the following objec- 
tions: 

(1) The member of that court writing 
the opinion did not participate in the orig- 
inal consideration of the case wherein the 
judgment in favor of the injured man was 
affirmed; 

(2) It did not reverse the Hilton case 
decided by that same court two years prior 
(360 Mo. 177, 227 S. W. 2d 675) wherein 
that same court at page 681 held: 


“Appellant complains of error in the 
refusal of an instruction directing the 
jury to include nothing in the verdict 
for Federal, State or City taxes, since 
such taxes could not be assessed upon 
the amount of any verdict awarded re- 
spondent. Appellant cites no authority 
to support the giving of such instruction. 
The instruction was properly refused. 
The jury was properly instructed on the 
factors to be considered in fixing the 
amount of respondent’s damages, and it 
would not have been proper to inject 
into the case an extraneous issue regard- 
ing the tax exempt statute of the damages 
which might be awarded.” 


(3) Not reversing or overruling the Hil- 
ton case against the same _ defendant 
(Thompson, Trustee of the Missouri Pa- 
cific Railway) it did not vacate its prior 
judgment in the instant Dempsey case, but 
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merely granted a remittitur and stated on 
page 45 as follows: 


“We are constrained to hold, however, 
that the case should not be remanded for 
a new trial. The refused instruction was 
a cautionary one, the giving or refusal of 
which is generally held to be within the 
discretion of the trial court.” 


(4) It made the above admission on 
page 45 that no cases were cited by the 
eminent counsel for the defendant railroad 
to support their contention as to the prop- 
riety of an income tax charge and that 
there was no such decision in 1952. 

(5) It commented on page 45 as quoted 
in the middle of page 4 of this paper. 

(6) This involved an accident in Arkan- 
sas where they not only had the federal 
income tax, as all of us have, but also city 
and state income taxes and there is a 
definite statement in the final rehearing 
decision upon which we place so much re- 
liance, that notwithstanding all the legal 
authorities, the court could think of no 
reason why the request to charge in proper 
form and substance should not have been 
granted. 

(7) It indicated nothing or revealed 
nothing why there was a change of posi- 
tion on this rehearing in 1952, nor — the 
former judgment in the action should not 
have been reversed or vacated, nor why the 
former Hilton judgment and decision 
should not have been overruled, and in- 
dicated that the remittitur was only grant- 
ed because of the death of the injured 
plaintiff between the time of its former 
judgment and this decision on rehearing. 

(8) In this rehearing decision it indicated 
that the defendant had no right to inquire 
or introduce evidence as to plaintiff's in- 
come tax liability (Syllabus 2): 


“The Dempsey case decided that the 
defendant had no right to inquire, in 
introducing evidence, as to plaintiff's in- 
come tax liability.” 


All the Dempsey decision in effect held 
is that it would not follow the Hilton case 
until the question arose again. Personally, 
I cannot get much comfort from this Demp- 
sey decision as supporting our views. It 
is, therefore, most natural that the Illinois 
Supreme Court and the United States Dis- 
trict Court of Iowa, as well as numerous 
other federal and state courts, including 
three Appellate Courts of Ohio, should not 
have followed the Dempsey decision on re- 
hearing. 
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Your careful scrutiny of the decision of 
the Illinois Supreme Court in the Hall case, 
125 N.E. 2d 77, 5 Ill. 2d 135, and that of 
Judge Graven of the District Court of 
Iowa in the Combs case, 135 F. Supp. 750, 
(1955) is invited, fully analyzing the Demp- 
sey decision. It is only because of these 
two latter decisions referring to the Demp- 
sey rehearing of 1952 that I have made the 
eight comments or observations expressed 
above. 


Other Well-Considered Authorities 
Holding Contrariwise 


The foregoing case of Hall v. Chicago 
& N. W. Ry. Co., decided by the Supreme 
Court of Illinois on January 21, 1955, 
(two and one-half years later than the 
Dempsey decision) certainly does not lack 
in positive and certain language and rea- 
soning—5 Ill. 2d 135, 125 N. E. 2d 77. 
This case is unique in that the defendant 
appealed on two grounds (a) overruling 
its motion for judgment notwithstanding 
the verdict; and (b) granting the plain- 
tiff’s motion for a new trial based on a 
$50,000 verdict. That review before the 
appellate court resulted in a reversal (110 
N. E. 2d 654) only on the latter ground, 
and the Supreme Court of Illinois dis- 
missed the plaintiff's petition for leave to 
appeal. The trial court in obedience to 
that order entered the judgment for $50,- 
000, and on the second appeal the appellate 
court reversed the trial court’s judgment of 
$50,000 for denying the defendant’s motion 
for judgment N. O. V. and directed that 
a judgment be entered for the defendant 
(118 N. E. 2d 29). The petition of the 
plaintiff for leave to appeal to the Supreme 
Court of Illinois was thereupon granted, 
which court thereupon in this decision re- 
versed the judgment of the trial court in 
overruling the motion for judgment N. 
O. V. and also reversed the order of the 
appellate court which had reversed the or- 
der of the trial court granting the plaintiff 
a new trial. The Illinois Supreme Court 
in the last page (86) of its opinion, with 
no dissent, held: “We disagree with the 
conclusion reached by the Missouri Su- 
preme Court in the Dempsey case”, and up- 
held its Hilton decision. Syllabus 10 is as 
follows: 


“In personal injury suit, incident of tax- 
ation is not proper factor for jury’s con- 
sideration in awarding damages, wheth- 
er imparted by oral argument or written 
instruction”. 
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As shown in syllabus 11 and at the end 
of the opinion, the reversal was because of 
the trial court’s abuse of discretion in 
granting a new trial which was found neces- 
sary because of the closing argument to 
the jury by defendant’s counsel that ‘“what- 
ever amount of damages plaintiff received 
was not subject to Federal Income tax”. 

In view of this ruling, after the highest 
court of Illinois had declined the original 
leave to appeal, and the reference on pages 
85 and 86 to the decision of the Supreme 
Court of the United States in 336 U. S. 
53, and 195 U. S. 194, and the further rea- 
soning on page 86, as well as the express 
disapproval of the Dempsey opinion, supra, 
we can only come to the conclusion that 
the highest court of Illinois has more de- 
finitely and positively held to the contrary 
of our question than has the highest court 
of its neighboring State of Missouri in its 
support. 

The Hall decision leaves one without any 
doubt as to what it has held. Whether 
we agree with the highest court of Illinois 
or not, all doubt is obviated when we con- 
sider the decision in Wagner v. Illinois 
Central R. R. Co. of the Appellate Court of 
Illinois, 7 Ill. App. 2d 445, 129 N. E. 2d 
771, decided September 21, 1955. In that 
case a judgment had been entered by the 
trial court upon a verdict for $80,000 in 
favor of a railroad conductor, and it was 
expressly held by the appellate court that 
the giving of an instruction that any 
award made to plaintiff as damages was 
not subject to federal income tax and that 
the jury should not consider such taxes in 
fixing amount of any award made to the 
plaintiff, was prejudicial error and ground 
for reversal. ‘That instruction had been 
given on the authority of the aforesaid ap- 
pellate court ruling in the Hall case, supra. 
In that case it arose upon the court deny- 
ing a new trial to the plaintiff and based 
upon what was found to be prejudicial 
argument to the jury solely on the income 
tax question, therein held to be “an ex- 
traneous subject, giving rise to conjecture 
and speculation”, whereas in the Wagner 
case it arose upon a written instruction to 
charge given on the authority of the ap- 
pellate court in the Hall case. 

Another interesting incident arises be- 
cause in the prior trial of the Wagner case 
in February of 1952, there had been a ver- 
dict and judgment for $130,000, reversed 
for error in an instruction on another 
subject, and the sole question now pre- 
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sented in the Wagner case was whether the 
defendant’s instruction was proper “that 
any award made to plaintiff as damages 
* * * is not subject to Federal Income 
taxes and you should not consider such 
taxes in fixing the amount of any award 
made to the plaintiff * * *.” 

On the basis of the Hall decision, plus 
the fact that a $50,000 depreciation in the 
verdict resulted in the second trial where 
the instruction as to federal income taxes 
just quoted was given, such instruction was 
found to be prejudicial by what had trans- 
pired in the two trials of the case and was 
found to be reversible error on the law 
itself. 

Certainly the decision of Judge Graven 
of the United States District Court for the 
Northern District of lowa, W. D., in Combs 
v. C. St. P. M. & O. Ry. Co., 135 F. Supp. 
750, is not only well-reasoned, very com- 
plete, but considers the Dempsey case, su- 
pra, very thoroughly and cites many cases 
from the Middle West, particularly from 
Texas and Illinois, and was rendered more 
than three years after the Dempsey deci- 
sion. The court in overruling the motion 
of the defendant for a new trial (there was 
no review, the judgment having been set- 
tled before review) dealt solely with the 
question of the federal income tax and the 
lowa income tax. 


We commend to the reading of all the 
members of this Association this very com- 
plete opinion in which the court in the 
fourth paragraph of the syllabus and 
seventh page of the opinion covers the sub- 
ject most thoroughly. The reasons for re- 
fusing the instruction are so fully set out, 
the substantial verdict in favor of the 
grain inspector in the employ of the 
Sioux City Grain Exchange injured by the 
railroad in connection with his duties was 
confirmed, the cases from these respective 
states are so thoroughly reviewed, the frank 
statement made that neither the Iowa Su- 
preme Court, nor the United States Court 
of Appeals for the Eighth Circuit had not 
passed upon the question until that time, 
and the question of cautionary instructions 
being within the discretion of the court, 
that we can only commend a reading of 
the entire decision. Also, the additional 
Illinois case of Margevich v. C. & N.W. Ry. 
Co., 116 N. E. 2d 914, is reviewed, as well 
as the Hall and Wagner decisions of that 
State, in which Margevich case the question 
arose upon a written instruction to charge 
before argument and in which the Dempsey 
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decision is fully considered. All of you 
practicing in the federal court have already 
read this Combs decision rendered three 
years subsequent to the Dempsey decision 
and must concede it to be a most outstand- 
ing decision of a learned federal judge. 
It refers to Maus v. Nickel Plate R. R., 
128 N. E. 2d 166, at page 756 of 
the opinion, which is the decision of the 
Eighth District Court of Appeals of Ohio 
(Akron District sitting in Cleveland), 
which has since been affirmed by the Su- 
preme Court of Ohio at 165 Ohio St. 281. 
In that case the appellate court held that 
not only was the instruction requested 
wrong in substance but that any correct 
instruction did not pertain to any of the is- 
sues in the case. The Supreme Court af- 
firmed the judgment without dissent. Un- 
til the Maus case the exact question had 
never been squarely before the Ohio Su- 
preme Court, and its opinion does not 
now constitute a precedent as do the other 
cases herein cited. Three of the nine Courts 
of Appeals of Ohio have ruled that the 
federal income tax has no relation to the 
trial of a personal injury action. 

We shall not attempt to cover any other 
state decisions, though there are some, but 
desire to refer to the four following federal 
court decisions rendered prior to the deci- 
sion in the Dempsey case: 

(1) Stokes v. United States, 144 F. 2d 82, 
wherein the Second Circuit Court of Ap- 
peals on July 13, 1944, in an admiralty 
action through Judges Frank and Chase, 
Judge Augustus N. Hand dissenting, held 
on this one point that the decree should 
not have been modified by 30% as deduct- 
ed by the trial judge for income taxes in 
the estimate of the libelant’s expected earn- 
ings, on the ground that such deductions 
were too conjectural. The 309% was or- 
dered added by the two judges, Judge Hand 
holding that the district court should have 
been affirmed, and the following is the 
fourth paragraph of the syllabus: 


“Refusal to make a deduction for in- 
come taxes in the estimate of libelant’s 
expected earnings was not error, since 
such deductions were too conjectural”. 


(2) In C.& N. W. Ry. Co., v. Curl, 178 
F. 2d 497, the Eighth Circuit Court of Ap- 
peals on December 27, 1949, affirmed a 
judgment of $50,000. An attack on a re- 
lease executed by plaintiff was involved 
on the question of mutual mistake of fact, 
misrepresentation, fraud and deceit. The 
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sixth paragraph of the syllabus and the 
opinion on page 502 upheld the refusal of 
the trial court to receive defendant’s offer 
of proof of plaintiff's average net earnings 
after deductions for income tax, railroad 
retirement and other miscellaneous deduc- 
tions. ‘The court cites three federal cases, 
two of which are cited herein, and con- 
cludes there was no prejudicial error in re- 
fusing to accept appellant’s offer of proof 
and states that “appellant offers no au- 
thority in support of this contention”. 

We assume that when Judge Graven 
stated on page 756 of the Combs case, su- 
pra, that the Eighth Circuit Court of Ap- 
peals had not passed upon the question in- 
volved in his decision, he had reference to 
the fact that the Curl case decided six years 
theretofore, had to do with an evidentiary 
question and not an instruction to charge. 

(3) O'Donnell v. Great Northern Ry. 
Co., decided by the United States District 
Court, for the Northern District of Cali- 
fornia, at San Francisco, 109 F. Supp. 590. 
In this case the court overruled a motion 
for new trial and held the $65,000 verdict 
for permanent total disability should be 
confirmed where the doctors were in sharp 
conflict as to their conclusion, the plain- 
tiff having a life expectancy of sixteen years 
and the present value of his future earn- 
ings could have been found to be at least 
$50,000, the court in the first syllabus held: 


“Estimated future income tax was not 
deductible in determining the present 
value of future earnings in fixing dam- 
ages for personal injuries.” 


In his opinion District Judge Hulen stated: 


“There is no authority for deducting 
income tax at an estimated liability in 
determining present value of future earn- 
ings”. 


Finally, (4) we cite a decision of our 
own Sixth Circuit Court of Appeals ren- 
dered February 16, 1945, in Majestic v. 
L. & N. R. Co., 147 F. 2d 621, accident 
arising in Tennessee, the three circuit 
judges in an opinion by Circuit Judge 
Hamilton, reversed the judgment in favor 
of the defendant, it having been a grade 
crossing accident, and while not entirely 
parallel to our question, the appellate court 
at the top of page 627 of the opinion held 
that the evidence of additional compensa- 
tion received by the injured party did not 
permit the defendant as wrong-doer to take 
advantage of the contracts or other relation 








January, 1957 


that existed between the injured persons 
and third persons and the wrong-doer 
should not have the benefit of any fund or 
contract to which he has not contributed, 
under the laws of Tennessee, whether it in- 
volved an accident insurance policy or 
Workmen’s Compensation or otherwise. 
The plaintiff was an inspector for the fed- 
cral government in the construction of an 
Army Air Depot project in Memphis and 
apparently was receiving compensation 
under the Federal Employers Compensa- 
tion Act. 

Arizona on June 26, 1956, followed 
Illinois, Texas and Ohio on this “question 
of recent origin” in Mitchell et al., v. Em- 
blade, 298 P.2d 1034, 80 Ariz. 398, re- 
ferred to in a case note appearing in the 
October, 1956, issue of the American Bar 
Journal at p. 961. The 7th syllabus and 
the court’s announcement on pp. 1037-8 
we think embraces not only the latest an- 
nouncement on the subject but all that one 
is required to read on the subject. While 
this paragraph should properly appear 
carlier in this article, the decision came 
to the writer’s attention very recently— 
some months after this article was written. 


Conclusion 


Commerce Clearing House and other 
publications allude to the question at hand; 
Joe Louis, TV winners of quick money 
and film stars have the problem, as all large 
and small income bracket people have, but 
like the weather can do nothing about it. 
The Saturday Evening Post article doesn’t 
help. The authorities from Texas on 
TAXES, the greatest of all states, are ad- 
verse—R. R. v. Pool, 263 S. W. 2d 582, and 
R. R. v. McFerrin, 279 8. W. 2d 410. 

Thirteen of the cases cited herein are 
railroad cases. Insurance lawyers recog- 
nize the reasons our federal and state courts 
have so decisively spoken on the subject 
under consideration. Many fear these 
“variables” and “conjectural’’ references 
mentioned in the foregoing decisions. One 
very successful insurance defense lawyer 
told me, “When I get whaled it isn’t on 
account of adding income tax or other 
items not allowed by the law—that position 
is touchy. What about the tax benefit to 
the defendant if the court assumes the jury 
won't do its duty?” 

When plaintiff's attorney in the Maus 
case argued to the Supreme Court that if 
defendant had the right to ask to exclude 
federal tax as an item not to be considered, 
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then plaintiff had the right to ask to ex- 
clude plaintiff's attorney fees, deposition 
costs, stenographic transcripts and emphas- 
ize those and other items not recoverable, 
I thought it was a weak and impotent ap- 
proach—yet the Illinois Supreme Court in 
the Hall case boldly asserted and approved 
it. 

Only our large verdicts are publicized. 
Are they not mainly due to inflation and 
the knowledge jurors, young and old, have 
that homes and articles in 1955 cost thrice 
the 1940 value? 


Before we get the income tax excluded 
expressly by the courts, we must convince 
them plaintiffs have been unjustly enriched 
by acquiring tax money they don’t have to 
expend in addition to “full and fair” com- 
pensation for injuries sustained; that it is 
legally sound for the courts to exclude the 
item expressly or to have earnings awarded 
in a separate item and not a general ver- 
dict. 

In the lovely scenic State of West Vir- 
ginia where verdicts should not parallel 
California, New York and such states, will 
you please read the case of Virginian Ry. 
v. Armentrout, cited to me by our excellent 
past president Stanley Morris of that bar— 
158 F. 2d 358 (1946), 72 F. Supp. 997 
(1947) , 166 F. 2d 400 (1948) —don’t know 
what the final result was, but the record- 
ed results I have show a hung jury in the 
first trial and $160,000 in the third trial— 
a 13-month baby with both wrists off—case 
reversed twice by the Fourth Circuit, which 
reviewing court in the first review admitted 
plaintiff on the record was entitled to sub- 
stantial compensation? In over four de- 
cades of active practice this is my first ex- 
perience where a trial judge referred to the 
names of jurors and their high connections 
with a trust company, a large utility, a life 
insurance company, etc., to justify the ver- 
dict; also my first experience where a trial 
judge produced pages of figures to demon- 
strate earnings, income, investments, etc. 
See 72 F. Supp. 1004. The cost alone of 
these trials to the parties and to the fed- 
eral government would provide the crip- 
pled boy a substantial portion of the figures 
the judge demonstrated as a statistician. 

My only conclusions are— (a) the Ameri- 
can authorities on income tax are “agin” 
us—and (b) those knowing the psychology 
of the drama known as a trial, also knowing 
the value and appraisal of the subject mat- 
ter, should ascertain whether we've “count- 
ed the cost”. 
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The Uncompensated Automobile Accident Victim* 


ALBERT L. PLUMMER** 
Kansas City, Missouri 


INTRODUCTION 


HE SUBJECT of this discussion may 

rightfully bear several different titles. 
“The Uncompensated Automobile Acci- 
dent Victim”, “The Financially Irrespon- 
sible Motorist”, “The Uninsured Motorist”. 
Of the three mentioned, “The Uncom- 
pensated Automobile Accident Victim” is 
the most comprehensive. Under that title 
we can freely discuss all the known plans 
that have been submitted as a remedy of 
the economic problem that has followed 
many automobile accidents. 

The theme song of our time seems to 
be to insure or indemnify in some manner 
the losses of mankind. We are a long way 
from adequately doing that, but the herit- 
age of the American people is to try any 
project that may be helpful and beneficial. 
Substantial progress has been made in the 
past 50 years in the relationship of master 
and servant. Our workman’s compensation 
laws have done a fairly good job in an 
effort to cover the industrial injuries. The 
insurance industry has made great strides 
in its efforts to underwrite the property 
losses of our people due to fire, hurricane, 
negligence and other causes. The one 
gigantic unsolved problem are the losses 
that may arise from the misuse of nuclear 
energy. Yet, in our deliberation and future 
planning we should consider the economic 
problem that remains with us due to the 
irresponsible or uninsured motorist. 


The automobile industry has grown in 
the past sixty years to the largest of the 
manufacturing industries. From a few 
peculiar looking motor vehicles and opera- 
tors with their strange paraphernalia in the 
beginning of the twentieth century they 
have increased to a total of 61,000,000 reg- 
istered automobiles and 72,000,000 regis- 
tered operators in 1955. The progress has 
been rapid and tremendous since World 
War II. These developments have made 
it most difficult for the insurance industry 
to adequately and timely underwrite the 
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legion of hazards created by the motor ve- 
hicle. It has likewise been a most difficult 
task for leaders of safety programs to mini- 
mize the carnage following automobile ac- 
cidents. 

The history of automobile underwriting 
by the insurance industry dates from its 
first policy in 1898 to a total of over forty 
million automobiles in 1955; from a total 
premium of less than $50 to an amount in 
excess of four billion dollars; from bodily 
injury and property damage to multiple 
coverage of physical damage, medical pay, 
personal effects, life, accident and the un- 
insured motorist. 

Since 1925 there has been a constant effort 
by the insurance companies and the public 
to minimize the number of uninsured or 
financially irresponsible operators upon 
the public highways. Some of the major 
plans or laws that have been proposed or 
adopted to do this are: 

The Massachusetts Compulsory Automo- 
bile Liability Law 

The Motor Vehicle Financial Respons- 
ibility Laws 

The Saskatchewan Automobile Accident 
Insurance Act 

New Jersey Unsatisfied Claim and Judg- 
ment Fund Law 

The Unsatisfied Judgment Insurance En- 
dorsements 

The Uninsured Motorists Voluntarily 
Endorsements 

The Compulsory Motor Vehicle Indem- 
nification Fund 

The Equal Responsibility Amendment 

The Automobile Compensation Plan 

There is much yet to be done toward 
adequately compensating the automobile 
accident victim. A review of some of the 
things done and planned may better help 
us to understand the economic problems 
and what we may expect to develop. 


The Compulsory Plans 


There are two schools of thought about 
the adoption of compulsory law to force 
the financially irresponsible motorist off 
the public highways. A few compulsory 
plans have been adopted and many have 
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been proposed and are now being submit- 
ted for adoption. 


THE MASSACHUSETTS COMPUL- 
SORY AUTOMOBILE LIABILITY 
LAW: In 1925 the legislature of Massa- 
chusetts passed an act which became the 
first compulsory automobile liability law 
in the United States. The law became ef- 
fective in 1927. Anyone who has studied 
the history of that law must admit that it 
has not been satisfactory to all interests. 
The rate problem has made it a proverbial 
“political football”. Coverage has been 
constantly deleted from the compulsory re- 
quirements in order to force a lower rate or 
maintain the existing one. The compulsory 
law requires every motor vehicle registrant 
in Massachusetts, as a condition precedent 
to the registration and operation of his 
vehicle, to obtain the minimum statutory 
compulsory insurance covering the liability 
for bodily injury to third person on the 
Massachusetts highway. The insurance 
must be provided by a company qualified 
to do business in Massachusetts. ‘The sta- 
tutory coverage is a maximum of $5,000 for 
one person and $10,000 for all injuries 
arising out of any one accident. This com- 
pulsory coverage does not extend to the 
operator of the insured vehicle or to the 
guests in it. No property damage is re- 
quired and the statutory coverages do not 
extend to operators in other states or to ac- 
cidents off the public highway in the state. 
The compulsory law provides that in lieu 
of insurance the registrant may provide a 
bond or cash deposit (they say that these 
alternatives have rarely been used). The 
insurance companies have found themselves 
in the unsatisfactory position of the pub- 
lic’s desire for lower rates and the inevi- 
table upward surge of rising claim costs 
and accident frequency. 

At a public hearing held, by Insurance 
Superintendent Holz of New York and the 
joint legislative committee on unsatisfied 
judgment act and compulsory automobile 
insurance, in the fall of 1955 the testimony 
of many insurance executives and represen- 
tatives was given about these many plans. 
An attorney of one of our largest multiple 
line stock companies told of their experi- 
ences with this Massachusetts law. He re- 
ported that their company had lost over 
two million dollars between 1945 and 1954, 
or 5.7% for that ten years in underwriting 
the statutory bodily injury coverage. Some 
feel that this experiment will continue in 
its adverse status, while others feel that 
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the law is a failure, that it should be im- 
mediately abadoned and a remedy provid- 
ing broader coverage at more equitable 
rates should be adopted. 


THE SASKATCHEWAN AUTOMO- 
BILE ACCIDENT INSURANCE ACT: 
On March 6, 1946, the Province of Saskatch- 
ewan, Canada, began to enforce its new Au- 
tomobile Accident Insurance Act. It was 
compulsory for every person registering an 
automobile or securing a driver's license to 
purchase accident insurance in a govern- 
ment fund. This plan was the first of its 
kind. It departed entirely from the old 
established principle of negligence in au- 
tomobile accidents. Under its provisions, 
any person injured by or in a licensed ve- 
hicle in Saskatchewan with few exceptions, 
was and is entitled to certain benefits un- 
der a schedule set forth'in the law. There 
have been subsequent amendments. The 
original law partially applied the principle 
of workmen’s compensation legislation to 
automobile accidents, but did not go the 
whole way and abolish law suits arising out 
of the automobile accidents. Suits against 
the motorists are permitted under certain 
conditions, such as where the injured party 
can prove damages in excess of his recovery 
under the provincial fund. The amend- 
ments have extended the law to provide 
bodily injury and property damage liability 
insurance and comprehensive physical 
damage coverage which includes collision 
insurance. The collision and _ property 
damage insurance carry a $100 deductible 
provided the loss occurs within the pro- 
vince. There is no deductible if the loss 
occurs away from the province. This Sas- 
katchewan law leaves nothing to the pri- 
vate insurance carrier except excess busi- 
ness, and, even in this respect, the Saskatch- 
ewan government insurance office is en- 
titled to step in and sell additional coverage 
to meet the needs of the insured. 

It is submitted by many that this plan 
would not work, especially in the densely 
populated areas in United States. Some 
have explained that the reason for its pre- 
sent success is that it operates in a large 
geographical area where less than one mil- 
lion people reside, that there is a maximum 
of 150,000 automobiles in use, with at least 
a fourth of them over twenty years old. 
Further, the climatic prevents 60% of the 
road being open for traffic in winter, which 
is usually a long one. Claim conscious- 
ness does not exist in any degree compar- 
able to that of many sections in the United 
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States. ‘This plan has not been extended to 
other areas of the North American con- 
tinent. 


THE NEW YORK PLAN: In 1954 
Governor Dewey of New York proposed a 
compulsory automobile liability plan for 
the state. A very vigorous campaign for 
and against it developed and it was finally 
defeated. However, there was adopted a 
revision of the law providing that all minor 
automobile owners in New York must sup- 
ply evidence of automobile liability insur- 
ance under standard provisions with limits 
of 10/20/5 in order to register their cars. 
This same law provided that all minors 
who operate automobiles in New York 
must submit similar proof of their financial 
responsibility. 

The latest official action in New York 
is the proposed “Motor Vehicle Indemnifi- 
cation Fund” by Superintendent Leffert 
Holz. It is somewhat of a combination of 
the compulsory laws, the unsatisfied judg- 
ment fund, the uninsured motorist cover- 
age and the Saskatchewan accident plan. 
It would provide, if it becomes a law, that 
the motorist who cannot show evidence of 
financial responsibility in 10/20/5 limits 
must pay a $30 fee. This would be put 
into a claim fund to pay victims of unin- 
sured motorists. He would get nothing for 
his $30, and if the claim fund paid out 
anything on account of him, his car would 
be impounded, and he would not be al- 
lowed to register an automobile or get a 
driver’s license until he fully repaid the 
loss to the fund. The claimant would have 
to prove up his claim, just as he would in 
a common law action, but any controversies 
with the superintendent’s department 
about the payment or the extent of it 
would be arbitrated. The fund would be 
available to the residents of the state of 
New York, and to residents of other states, 
District of Columbia, Canada, and foreign 
countries “in which laws substantially simi- 
lar in character are in effect”. The limit on 
claims against the fund would be 10/20/1 
with a $200 deductible on property dam- 
age. The fund would be subject to claims 
arising out of the operation of stolen ve- 
hicles, uninsured out of state cars and the 
“hit and run” motorist. They estimate 
that there are 700,000 uninsured motor ve- 
hicles in New York state which would mean 
a fund of $21,000,000 on or after 1957 if 
it becomes effective. This bill was killed 
in the state senate in spite of the efforts 
of Governor Harriman and others to get it 
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passed. Instead the legislature enacted a 
compulsory law in March 1956 called the 
Motor Vehicle Financial Security Act 
which is briefly explained in another part 
of this paper. 

COMMON CARRIERS: It is common 
knowledge to many of us that anyone who 
owns and operates an automobile as a 
common carrier must qualify under the 
state and federal laws which mandatorily 
provide proof of financial responsibility 
with a required bodily injury and property 
damage coverage and the minimum re- 
quired statutory limits depending upon the 
capacity and purposes of use of the ve- 
hicle. 

PRESENT STATUS: Compulsory au- 
tomobile insurance bills are now pending 
in the legislatures of Arizona, New York, 
Georgia and other states. It is definitely 
a current trend. A bill pending in the 
Georgia legislature was submitted by a state 
senator who had been involved in an auto 
accident with an uninsured and irrespon- 
sible motorist. He vigorously proposes its 
adoption. 


The principle of compulsory insurance is 
contrary to the American way of life even 
though it has been eillecsioaly applied in 
our workmen’s compensation laws, and 
common carrier acts. 


Automobile Liability Security Laws 


FINANCIAL RESPONSIBILITY 
LAWS: Connecticut was the first state to 
enact a “Financial Responsibility Law’. 
It was effective January |, 1926. Vermont 
and Rhode Island followed the enactment 
of a similar law on June 1, 1927. Thereaft- 
er all of the other states did likewise. Most 
of these laws were very liberal when first 
enacted, but from time to time amend- 
ments were made converting them from a 
so-called one “bite” or accident type to 
that of the security type. The financial 
responsibility laws are not uniform in their 
requirements. The minimum requirements 
on property damage losses for reporting 
purposes is from $35 in Vermont to $200 
in the state of Washington. The average 
minimum requirements in most of the 
states on property damage claims is $50 or 
$100 before a report is required or the law 
applies. The minimum liability require- 
ments for bodily injury and property dam- 
age when security is required is usually 
5/10/1 with some states requiring 5/10/2, 
10/20/1, 10/20/2 and 10/20/5. Connecti- 
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cut now has the highest requirement which 
is 20/20/1. 


CALIFORNIA: ‘The only one that 
has attempted some form of impound- 
ment penalty is California. An amend- 
mend to their financial law effective 
July 1, 1956, provides for suspension of 
reregistration and storage of the vehicle 
involved in the accident until security 
is deposited or all claims paid. 

The earlier laws required the claims 
be reduced to judgment before any form 
of security was required. In 1937, New 
Hampshire amended its law to require 
the minimum security after the accident 
so that at this time forty-six of the states, 
the District of Columbia and Hawaii 
have eliminated the judgment require- 
ment and substantially followed the New 
Hampshire law. 


The main objective of these financial 
responsibility or liability laws has been 
to encourage the owner and operator of 
motor vehicles to adequately insure their 
hazards or provide the minimum required 
financial security for the payment of legal- 
ly responsible claims following an accident. 
It has been estimated by those who may 
know that these laws have been the means 
of encouraging at least 50% of the motor- 
ists to adequately insure or otherwise pro- 
vide financial security. 

NEW YORK: In New York state prior 
to the enactment of the law on Septem- 
ber 1, 1929, there were about 30% of the 
vehicles insured. Today that figure stands 
at about 90%. Of course the increase be- 
came substantial after the security type of 
amendment was added in 1942. The 
amendment on July 1, 1955, has encouraged 
and forced more to insure giving us the 
present percentage. In March 1956, the 
Motor Vehicle Financial Security Act was 
enacted, and signed by Governor Harri- 
man in April 1956. Parts of that compul- 
sory automobile financial responsibility 
law will become effective on various dates. 
That is, October 1, 1956, January 1, 1957 
and February 1, 1957. In substance it pro- 
vided hat some form of financial respons- 
ibility must be provided for when applica- 
tion for the auto license is made. The law 
identifies the forms of proof. They are— 
a motor vehicle liability policy with mini- 
mum limits of 10/20/5, a surety company 
bond or similar security, a deposit of cash 
or securities in the amount of $15,000, or 
qualify as a self insurer as otherwise pro- 
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vided in the act. The omission to com- 
ply with these mandatory requirements 
subjects the registered owner and/or the 
operator of the motor vehicle to certain 
penalties. That penalty may be a fine of 
not less than $100 or more than $1,000, or 
imprisonment for not more than one year 
or both. A study of the law will indicate 
that it is broader in scope than the Mas- 
sachusetts law but similar in principle in 
that both are compulsory. In signing this 
bill to make it law, Governor Harriman 
also promised that he will continue his 
efforts for legislation that will afford finan- 
cial protection to persons injured or killed 
by automobiles not under the law such as 
hit-and-run drivers, out-of-state drivers or 
operators of stolen autos. Further, he ex- 
pressed a regret that the legislature had not 
passed the “Compulsory Indemnifying” 
plan proposed by Superintendent Holz. 
That act would include provisions for 
coverage to the injured auto accident vic- 
tim due to the action of the uninsured or 
hit and run motorist. 


“THE EQUAL RESPONSIBILITY A- 
MENDMENT”: Somerepresentativesof the 
insurance industry have suggested “The 
Equal Responsibility Amendment” to force 
the others to insure. That recommenda- 
tion if adopted, may mean an amendment 
to the financial responsibility laws where- 
by each driver would be required to carry 
a certificate showing that he is able to pay 
— either through private resources, through 
a posted bond or through adequate insur- 
ance coverage for accidents he might cause. 
Motorists who would drive without first es- 
tablishing financial responsibility would be 
subject to a fine, a jail sentence or both. 
(New York has now adopted this idea.) 

It is further estimated that there are ap- 
proximately 15% of the operators of motor 
vehicles in the United States that have not 
provided any form of financial security for 
motor vehicle accidents in spite of the pen- 
alties of the financial responsibility laws 
with their security type provisions. ‘There- 
fore, there is a very active movement on at 
this time to try other methods to enforce 
full security beginning with the first ac- 
cident. The two main ones being the pre- 
viously mentioned Equal Responsibility 
Amendment and the Impoundment Law. 

THE UNSATISFIED JUDGMENT 
FUNDS have been another approach to the 
problem of the uncompensated automobile 
accident victim, and were enacted to sup- 
plement the Financial Responsibility Law. 
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They are wholly or partially government 
managed funds that provide coverage for 
those who sustain automobile accident 
losses even after the claims are reduced to 
judgment. This type of loss originated in 
Manitoba, January 1, 1946, and has since 
been adopted in North Dakota on July 1, 
1947, New Jersey on April 1, 1955, and also 
by the Provinces of Alberta, British Colum- 
bia, Newfoundland, Nova Scotia, Ontario 
and Prince Edward Island of Canada. 
These laws are not uniform and are yet in 
an experimental stage. 

NEW JERSEY: ‘The New Jersey law, as 
an example, is called the “Unsatisfied 
Claim and Judgment Fund Law”. The 
fund is created by the insured motorist 
paying $1.00 at the time he registers his 
automobile and the uninsured motorist 
paying $3.00. The insurance companies 
doing business in New Jersey pay 14 of 1% 
of their bodily injury and property dam- 
age premiums. ‘The fund is managed by 
designated government agencies and rep- 
resentatives of the insurance companies. 
The fund is used to reimburse persons who 
have secured judgments in the state for 
bodily injury or death and property dam- 
age from automobile accidents that are re- 
turned unsatisfied except for the following 
persons: 


A person driving or riding in an un- 
insured motor vehicle owned by him, his 
spouse, parent or child. 

The spouse, parent or child of an un- 
insured motorist. 

A guest occupant cannot use the fund 
to recover against his host. 

A person driving a motor vehicle in 
violation of an order of suspension or 
revocation. 

A person covered with respect to such 
injury or death by any workmen’s com- 
pensation law. 


There is a $200 deductible on all claims. 
There is also a limit of $1,000 for prop- 
erty damage, a limit of $5,000 for death or 
injury of one person and a maximum of 
$10,000 for injuries or death arising out 
of one accident. The other collecting re- 
quirements are exacting and somewhat 
cumbersome. ‘Truly, this particular un- 


satisfied judgment fund plan is being 
watched with much interest by all of those 
interested in this economic problem. 
NORTH DAKOTA: The Financial Re- 
sponsibility Law of North Dakota together 
with its unsatisfied judgment fund re- 
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quires security of 5/10/1 with $100 prop. 
erty damage deductible plus the payment 
of $1.00 by each registered motorist for the 
purpose of creating a fund. If financial 
security is not satisfactorily proven within 
sixty days the license is subject to immedi- 
ate revocation. If a judgment is rendered 
following the accident and is returned un. 
satisfied, the resident accident victim may 
obtain payments to the limits of 5/10 if 
the uncollectible judgment exceeds $300, 
The judgment is then assigned to the state 
treasurer, and the license and registration 
continues to be suspended until the fund 
has been fully repaid. The New Jersey and 
the North Dakota funds are similar in 
principle but different in detail provision, 
neither funds include non-residents—Ben- 
son v. Schneider, 68 N.W. 2d 665, 1955. 

The unsatisfied judgment funds are ex- 
perimental and their duration will depend 
upon better plans with the uninsured pay- 
ing the full costs. Already a Massachusetts 
Legislature Committee has considered the 
unsatisfied judgment funds as impractical 
and probably unconstitutional. 


The Insurance Coverages 


In 1898 the first insurance coverage pro- 
vided for the automobile motorist was for 
bodily injury and property damage. If 
we were to study that policy today we 
would find it very restricted and the limits 
very low with the insurance companies 
guessing at an adequate premium rate. Fol- 
lowing that event fifty-eight years ago, 
there have been some very substantial de- 
velopments in the insurance coverages both 
in the scope and limits. However, the 
insurance industry has acted in most in- 
stances with proper foresight and prudence 
so that security and stability would always 
be present. So, as “time marches on” we 
have observed the broadening of the bodily 
injury and property damage coverages with 
the desired limits, the adding of the 
physical damage coverages now known as 


~ 


the comprehensive, collision and personal | 


effects. In 1936, the insurance companies 
prepared the standard form automobile 
policy in order to combine the many cov- 
erages into one contract, to make the provi- 
sions uniform and to charge a more equi 


table rate. That trend continued by ade: | 


ing to the standard form policy such et- 
dorsements as—drive other car, additonal 
interest clause, broad form definition of 
automobile, medical payments, accident 
and life insurance benefits and now, lastly, 
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the unsatisfied judgment and uninsured 
motorist endorsements. 

U. J.C. ENDORSEMENT: In January 
of 1954, the unsatisfied endorsement was 
added to the standard form automobile 
policy by several companies. Some chap 
in California claimed the honor of having 
the exclusive copyright of that form of cov- 
erage. But in spite of his notices of his 
exclusive interest, more than a dozen insur- 
ers have issued that form of coverage. 
Without taking the limited time and space 
to review this scope of coverage, I might 
add that it sold for $5 to $7.50. It would 
pay only after it was determined that the 
judgment was uncollectible. Some of the 
limited endorsements provided that judg- 
ments by default, were not covered. ‘The 
limits were usually 5/10 for bodily injury. 
Most of them did not provide for property 
damage. ‘That form of coverage was very 
restricted and only served the imperative 
needs of the motorist who may have desired 
it. It was another step in the right direc- 
tion to give more adequate insurance cov- 
crage and to particularly relieve the pres- 
sure caused by the economic problem ot the 
uninsured motorist. 


UNINSURED MOTORIST COVER- 
AGE. After the U. J. C. was iniroduced 
there was a rapid movement on to stop 
the enactment of compulsory automobile 
financial responsibility bills. A concen- 
trated effort was made in 1954 in New 
York, and the bill was defeated. But, as 
a remedy of the needs to more adequately 
compensate the auto accident victim, the 
insurance industry proposed the “Unin- 
sured Motorists Endorsement” which is 
sometimes called the “Innocent Victim” 
coverage. ‘The stock and mutual com- 
panies agreed that some form of insurance 
coverage should be immediately provided 
for the public but they disagreed as to the 
scope and form of the coverage. So, two 
endorsement forms have been prepared. 
Most stock and some mutual companies 
have prepared a limited form which covers 
the damages that the insureds are “legally 
entitled” to. Some of the mutual 
companies have adopted the broad form 
providing that the negligence of the unin- 
sured is presumed. The endorseemnt spe- 
cifically uses the following language: “Pro- 
vided, for the purposes of this endorsement 
the accident causing such injury shall be 
deemed to have resulted from the negli- 
gence of such uninsured owner or operator 
without the negligence of the insured in 
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any way contributing thereto”. It further 
covered the named insured, his spouse, and 
relatives of either while residents of the 
same household. In addition it covers any- 
body in, upon, entering or alighting from 
the automobile, if done with permission of 
the insured. To the insured and members 
of his household it will cover the pedes- 
trian accidents that are caused by the un- 
insured vehicle. ‘The two forms of en- 
dorsements are practically the same except 
one presumes negligence and the other does 
not. ‘The limited form does provide that 
any controversies between the parties shall 
be decided in accordance with rules of the 
American Arbitration Association. The 
broad form states that the controversies 
shall be settled by an appraisal, specifical- 
ly provided in the endorsement. ‘The cov- 
erage is in the nature of a bond in that 
the insurance companies are entitled to as- 
signment of the claim (by way of a trust 
agreement) and may take such steps as it 
deems advisable to recover from the other 
party, at its expense, but with the insured 
agreeing to co-operate as directed. The 
definition of the insured automobile is 
sufficiently broad to include any automo- 
bile for which liability insurance would 
be provided under the “drive other car” 
section of the policy. It specifically ex- 
cludes any accident caused by an automo- 
bile owned by the insured or any resident 
of his household and any publicly owned 
automobile. These endorsements were first 
added to existing policies in the state of 
New York in October, 1955, without charge. 
Upon renewal if the insured desired the 
coverage he would pay $2.50 for the limited 
form or $4.00 for the broad form. The 
limits were 10/20 and covered only bodily 
injury and death claims. A study of the 
endorsements will inform those interested 
of the details about the coverage. 

The insurance industry is to be compli- 
mented for the efforts they have made to 
help the American citizen to cope with this 
uncompensated automobile accident victim 
problem. The uninsured motorist endorse- 
ment is a commendable result of the in- 
dustry’s effort to do the job without dele- 
gating it to the government. Our hope is 
that this uninsured motorist coverage will 
be quickly extended to all parts of our 
country. 


The Compensation Plan 


All of the so-called compensation plans 
for the handling of automobile accident 
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claims are based on liability without fault. 
This plan was considered in New York as 
far back as 1924 and 1925. Judge Robert 
S. Marx made many speeches and did con- 
siderable writing on the general subject: 
“The Curse of the Personal Injury Suits 
an a Remedy” (10 A.B.A.J.—1924). In fact 
he helped draft a bill known as the Straus- 
Cuvilier Bill that would make this plan the 
law of New York, but it was always de- 
feated when submitted. Later in 1932 
Columbia University submitted a report on 
the subject which was known as the “Co- 
lumbia Plan’. It was also referred to as 
the “Ballantine Report” named after the 
chairman of the committee that made the 
study and submitted the report. It rec- 
ommended the adoption of the plan. But, 
it was vigorously fought and failed to be- 
come a law. In the meantime Ray Brown 
and others made an exhaustive study of it 
for the State of Wisconsin and in conclud- 
ing his report among other things said: 
“The writer is of the opinion that on the 
whole, it would be undesirable at the pre- 
sent time to apply the compensation plan 
to automobile accidents.” Even though 
Mr. Ballantine recommended the adoption 
of that plan at the time of his report, he 
later concluded that it may not be prac- 
tical or workable. Nevertheless, the con- 
verts of this social idea, principally in the 
“Halls of Ivy”, have not relinquished their 
interest in the issue. 

THE SASKATCHEWAN PLAN. Final- 
ly the Province of Saskatchewan, Canada, 
in 1946 adopted such a plan and made it 
their law under the title: “The Automobile 
Accident Insurance Act.” The -material 
parts of the plan have already been explain- 
ed in another part of this discussion. This 
comprehensive plan in Saskatchewan did 
not abrogate the existing negligence laws 
for the prosecution of liability claims but 
supplemented them. It is both a compen- 


sation and compulsory automobile bodily 
injury and property damage law. ‘Those 
who administer that law have annually 
reported its very satisfactory operation. 
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Some of the critics explain the favorable 
report by saying that it’s due to its sparsely 
populated area, a substantial number ol 
old motor vehicles, retarded winter traffic 
and lack of claim consciousness. Only 
time will tell if the plan will spread to 
other areas. So far the efforts to adopt it 
in principle by legislation in the United 
States have failed. The broad form unin- 
sured motorist endorsement issued by the 
mutual insurance companies in New York 
state in 1955 is the nearest we have to 
voluntary adoption of the plan by the in- 
surance industry. 


Conclusion 


The foregoing reports are personal ob- 
servations and conclusions. ‘They may not 
be 100° accurate but they do bear my 
honest interpretations. It is obvious from 
this information that it is well nigh im- 
possible to protect every person injured in 
an automobile accident. The best forms of 
insurance coverages submitted by any insur- 
ance company to date bears limited insur- 
ance clauses, many exceptions, plus numer- 
ous conditions. The best plans proposed 
or adopted for the compensation of the 
automobile accident victim has its limita- 
tions in both scope and coverage. The only 
thing we can reasonably hope for on this 
project is to minimize the economic loss by 
better indemnifying plans at less cost. The 
ingenuity of human resourcefulness has not 
yet come up with the “Open Sesame” to 
the problem. 

It is also well to remember that in 1955, 
92,000 people were killed and 9,200,000 
were injured by accident in the United 
States. Of this group the automobile killed 
38,300 and injured 1,350,000. The work 
accidents in 1955 caused the death of 14,- 
200 and they injured 1,900,000. It has also 
been reported that the home accidents in 
1955 took the lives of 27,000 and the in- 
jured numbered 4,050,000. For some un- 
known reason we are not now concentrat- 
ing upon the greatest source of our accident 
victims. That is—in our homes. 





